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Finance and Growth 
Anains. the backdrop oT vahous studies suggesting st^ng linKs between 
divergent views on the « be^«een finance and g ^ * , n,aKes an attempt to have 
fresh look at the issue. 
The approach to the study is anaiytical, and based on established theohes 
and stasstical tools. The stattstical exercise undertaken in *e study provides a 
testable analysis of the issues related to finance and growth in India, in the time 
horizon of two decades i.e. 1981-82 to 1999-2000. The study is presented ,n five 
chapters. 
The first chapter titled 'Finance and Growth' traces the relationship between 
financial flows and economic growth, which in turn, is caused by industrial growth. It 
explores different thoughts on the subject and various views that have taken shape in 
such pursuits. It provides an oven/iew of the ideas of luminaries, economists and 
researchers, who hold startlingly diverse views. It covers those, who ask-Whether 
finance is at all linked to growth, to those who believe that only finance leads to 
growth. There are views of Nobel laureates, who believe that in a long time-span, 
growth is possible due to technical progress alone, and others, who hold that 'Beliefs 
die hard and those who still link capital accumulation to growth have not yet gone 
out of fashion.' The next section presents a debate on the benefits of a particular 
structure of financial system that exist i.e. bank-based vs. market-based. The issue is 
also examined in historical perspective and the economic environment in developed 
and developing countries. This is followed by a section that briefly describes the 
financial system in India. The chapter concludes by summarizing the above. 
Research Design 
The second chapter titled ' Research Design' brings out the objective and 
scope of the study. It covers what is the study about? and the reasons for 
undertaking the study. It presents the hypothesis of the study and; the scope of the 
study. In the next section, a comprehensive survey of literature is undertaken. It 
covers numerous research papers with cross-country data for long periods, to 
statistically establish, economically significant relationship between measures of 
financial development and growth. It begins with the work of Goldsmith, spanning a 
period from 1880 to 1963, covers studies by The World Bank, National Bureau of 
Economic Research, IMF, and the papers of various acclaimed researchers and 
economists. The works of Ross Levine, Robert G. King and Demirguc' Kunt have 
been particularly inspirational. These research papers broadly analyze growth of 
GDP, savings, development of new firms, expansion of existing fimris etc. in bank-
based and market-based economies. The survey of literature also covers various 
econometric exercises. The next section covers literature on India. More specifically 
studies in the Indian context, by Reserve Bank of India, ICRIER, ICRA, various 
researchers, and certain thesis submitted at leading universities like Jawahar Lai 
Nehru University, New Delhi, Aligarh Muslim University, Aligarh and at Indira Gandhi 
Institute for Development Research, Mumbai. Thereafter, the methodology of the 
study, the sources of data, tools and techniques for the analysis of data set are set 
out. The last section brings out the Limitations of the study. 
The Financial System in India 
The Third chapter presents the Indian financial system. The initial section 
covers the history of banking in India, followed by structure of financial institutions in 
the country, and their contribution in the financial development. It gives detailed 
account of the 15 national level institutions called all India financial institutions, 47 
state-level institutions, six all India development banks, two specialized financial 
institutions and seven investment institutions. The role assigned to these institutions, 
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their area of operation, their performance, transformation and changes in their 
structure are brought out. This is followed by a section on the structure of Banking 
sector in India. Thereafter, the role assigned to industrial sector for development of 
the country, under five year plans is detailed. The thrust given to industrial sector, by 
the Government, right from the first Industrial Policy Resolution 1948 to the present, 
and the outlay for industrial sector during each plan is presented. In the next section, 
the details of financial sector reforms, which were started in the 1990s are brought 
out. The background to reforms, and the factors, which necessitated refomns, 
followed by the main features of the refonns process, fomi part of the next section. 
The recommendations of the Committee on the Financial System (headed by Shri M. 
Narasimham), the diminishing role of development institutions and the structural 
infirmities are discussed thereafter. The last section brings out the reforms in practice, 
and reviews the progress made in comparison to the desired goals. 
Sources and Deployment of Funds 
Chapter Four is an exhaustive one. It provides statistical details of the 
financial sector in the Indian economy. It covers the sources and deployment of 
funds. It begins with figures of growth of GDP, agriculture, industries and services 
sector in India vis-a-vis emerging market economies like Argentina, Brazil, China, 
Indonesia, Malaysia, Mexico and Thailand, so as to provide a comparison with their 
growth rates. Thereafter, total credit provided by scheduled commercial banks to 
food and non-food sector, and their respective growth rates is provided. As the study 
moves to industrial sector financing, the data for funds from commercial banks to 
priority sector, small-scale industries and medium and large industries for the last two 
decades are collated and tabulated. The ratios - Cash Reserve Ratio and Statutory 
Liquidity Ratio, (which are to be necessarily maintained, as per the guidelines of 
Reserve Bank of India, from time to time), are presented. This is very important 
because, it is only the remainder of the funds, after providing for these ratios, which is 
left with the banks for lending. 
Further, the rates at which loans have been advanced to industries by 
financial institutions is shown. This represents the cost'of funds to industries. Next, 
the spread i.e. the difference between the borrowing and lending rates of banks for 
various maturities, during the decades of 1980s and 1990s are shown. This depicts 
the earnings of banks from loans. The next section covers trends in demand for 
funds by industries. Broadly, two sources of funds for industries exist i.e. internal and 
external. The shift in design of overall financing brings out dominance of external 
sources in the early years, to dominance of internal sources in the latter years. 
Thereafter, the components of intemal and external sources, and their relative shares 
is presented. This is followed by presentation of theoretical framework in respect of 
the above, to enable exploration of links between theoretical postulates and the 
practical reality. The index numbers of industrial production are then shown for two 
decades to see, whether there was actual growth in the four major sectors viz. 
Mining, Manufacturing, Electricity and General. This is done to know whether, growth 
in finance can be linked to growth in industrial production or not. 
Our Study 
The fifth chapter comprises of the main study conducted for the thesis. The 
data set for flow of finances, in the study, is compiled from the study by Reserve Bank 
of India titled 'Selected Financial Statistics-Public Limited Companies 1974-75 to 
1999-2000 (Selected Industries)'; and the data for growth in industrial output has 
been collected from Ministry of Industry, Government of India. Our study has 
proceeded in the following manner- firstly, to establish a relationship between finance 
and growth, we began by running a regression model, with explanatory variables. 
We relied only on the robust, and most authentic sources of data for the purpose of 
study, i.e. Ministry of Industry, for the growth rates of industry and on Reserve Bank 
of India, for the flow of finances, but, there was a problem of sufficient 'N, because 
Ministry of industry had in 1993-94, revised the base year for calculation of growth 
rates. Since, the sample population was too small to provide dependable results, the 
exercise had to be abandoned. 
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Thereafter, an attempt was made to find the linkage between financial flows 
with the growth rates of industry, by plotting them' graphically. But, as no 
comprehensible results were found, the approach was modified. 
Next, the break-up of flows of funds to industries, was taken at indicative level 
to explore the link. This was compared to the growth rate of industries. Even then, 
no clear picture emerged. 
Then, the growth rates for various components of funds i.e. internal & external 
sources were calculated. These sources include debt, funds from financial 
institutions, Govt, /semi Govt, bodies and creditors, as external sources of funds and; 
share capital as an internal source. The data for these constituents of finances to 
industrial sector are compiled from the Reserve Bank of India's study. Thereafter, the 
data for growth rates of industries collected from Ministry of Industry, Government of 
India are correlated. The purpose of such exercise was to examine the link i.e. 
whether grov\rth rate of financial flows and growth rate of industries had any link. 
The data for the above heads is compiled for the period 1980-81 to 1999-2000 
only, as this is to be compared to the grov^h rate of industries, which is compiled by 
Ministry of Industry, and the data for industrial growth, at the sub sector level of 
industries was available only for the last two decades. In order to make these two 
sets of data comparable, data for two decades only is used from RBI statistics. The 
growth rates of these are then calculated. The selection of period of the study (1981-
82 to 1999-2000) was thus guided by the availability of data. 
On comparing the data for grovi^ h rate of finance, compiled by RBI, with the 
growth rates of industries, calculated by Ministry of Industry, it was observed that the 
classification of industries, made by RBI does not exactly match, the classification 
made by Ministry of Industry. 
RBI has used 15 major industry classifications and four sub-classifications 
under the major head -engineering and; three sub-classifications under the major 
head -chemicals. Whereas, Ministry of Industry, has used 17 classifications for 
industries, and they have calculated growth rates for these industries. When we 
attempt to make a series for a twenty-year period, we find, that over the years, 
Ministry of Industry has worked out the growth rate of industries for two sub-periods 
separately i.e. 1982-83 to 1993-94 and 1994-95 to 2003-2004. This is because the 
base year used for industrial production index was 1980-81 and was shifted to 1993-
94, so the growth rates after this period, were calculated using 1993-94 as the base 
year. 
The industry classifications were also slightly changed during the second sub-
period -1994-95 to 2003-2004. Certain new heads, which were not there in the 
previous sub-period 1982-83 to 1993-94, were added and; even certain modifications 
were made in the previous classification. 
Since the classification used by RBI and Ministry of Industry are not exactly the 
same, a broad conrespondence between these two sets of data is worked out. There 
are 11 industry classifications used by RBI, which are similar to that used by Ministry 
of Industry. Further, 12 other industry classifications used by RBI, which are not 
similar to those of Ministry of Industry, and 6 classifications used by Ministry of 
Industry, which are not similar to those used by RBI. are left out. 
The weights assigned to the industries chosen by us, for our study constitute 
neariy 55% of the total weights assigned for industrial production with 1993-94 as the 
base year. This selection also constitutes 69.1% of the total weights assigned to the 
manufacturing industries, as a whole. The data is thus fairiy representative of the 
industry. 
For the purpose of our study, data in respect of only 10 industry 
classifications could be used from the above mentioned RBI studies, since, only 
these are similar to the Ministry of Industry's classification for both sub periods. The 
following flows of funds for these sectors were used: 
Share Capital, 
Paid-up capital, 
Total Borrowings, 
Borrowings from banks. 
Borrowings from Industrial Finance Corporation and State Financial 
Corporations, 
Borrowings from Govt, bodies. 
Borrowings from others, and 
Sundry Creditors 
Using the method of simple con-elation, the growth rate of flows of finance is 
correlated with the grov\rth rates of different industrial sectors. As Ministry of Industry 
uses two different base years i.e. 1980-81 and 1993-94, the growth rates are 
calculated in two different sub sets, using these different base years. Further, it is felt 
that, since the flow of finance may not result in growth in the same year, the growth 
rates, after time lag of one year between investment and growth have been 
calculated. 
The growth rates, as well as growth rates with a time lag of one year are 
tabulated to provide a comparison of the growth rate of industry. The results of this 
exercise reveal that 
' (Co-efficient of correlation) 
Industry Classification 
CHEMICALS 
Share capital 
Borrowings 
Borrowings from Banks 
Borrowings, of which portion included under debt 
Bon-owings, from Industrial Finance Corpn. & SFCs 
COTTON TEXTILES 
Share capital 
Borrowings 
Borrowings from Banks 
Borrowings, of which portion included under debt 
Borrowings, from Industrial Finance Corpn. & SFCs 
FERROUS & N. FERROUS METAL PRODS 
Share capital 
Borrowings 
Borrowings from Banks 
Bon-owings, of which portion included under debt 
Borrowings, from Industrial Finance Corpn. & SFCs 
FOUNDRIES & EN6G. W.SHOP 
Share capital 
Borrowings 
Borrowings from Banks 
Bon-owings, of which portion included under debt 
Bon-owings, from Industrial Finance Corpn. & SFCs 
JUTE TEXTILES 
Share capital 
Borrowings 
Borrowings from Banks 
Bon-owings, of which portion included under debt 
Bon-owings, from Industrial Finance Corpn. & SFCs 
MACHINERY 
Share capital 
Borrowings 
Bon-owings from Banks 
Bon'owings, of which portion included under debt 
Bon-owings, from Industrial Finance Corpn. & SFCs 
1982-83 
to 
1992-93 
0.410 
-0.017 
0.580 
-0.273 
0.163 
-0.354 
-0.232 
-0.141 
-0.721 
-0.491 
-0.533 
-0.680 
-0.454 
-0.333 
-0.607 
-0.680 
0.030 
-0.164 
-0.120 
-0.375 
-0.092 
-0.535 
-0.569 
-0.122 
-0.491 
-0.535 
-0.688 
-0.553 
-0.244 
-0.567 
1993-94 
to 
1998-2000 
-0.307 
-0.228 
-0.091 
0.052 
-0.195 
0.000 
-0.238 
-0.477 
-0.485 
-0.341 
0.612 
0.513 
0.590 
0.590 
0.353 
-0.101 
0.430 
0.895 
0.693 
-0.041 
-0.524 
-0.436 
-0.526 
-0.669 
-0.372 
0.145 
0.079 
0.305 
0.416 
0.120 
1982-83 
to 
1992-93 
LAG1YR 
0.274 
-0.103 
0.499 
0.355 
0.016 
LAG1YR 
-0.148 
-0.204 
-0.379 
-0.278 
-0.240 
LAG1YR 
-0.181 
-0.027 
-0.112 
-0.117 
0.184 
LAG1YR 
-0.025 
-0.170 
-0.105 
-0.032 
0.006 
LAG1YR 
0.081 
0.049 
0.061 
-0.001 
0.070 
LAG1YR 
-0.198 
0.159 
0.043 
0.200 
-0.145 
1993-94 
to 
1989-2000 
LAG1YR 
-0.456 
-0.244 
-0.922 
-0.931 
0.314 
LAG1YR 
0.593 
0.577 
-0.039 
0.113 
0.727 
LAQ1 YR 
0.488 
0.466 
0.548 
0.572 
0.262 
LAG1 YR 
-0.573 
0.753 
0.704 
0.933 
0.751 
LAG1YR 
0.417 
0.425 
0.481 
0.573 
0.371 
LAG1 YR 
0.682 
0.761 
0.729 
0.602 
0.733 
Industry Classification 
MOTOR VEHICLES 
Share capital 
Borrowings 
Borrowings from Banks 
Borrowings, of which portion included under debt 
Bon'owings, from Industrial Finance Corpn. & SFCs 
PAPER & PAPER PRODS 
Share capital 
Borrowings 
Borrowings from Banks 
Bon-owings, of which portion included under debt 
Borrowings, from Industrial Finance Corpn. & SFCs 
1982-83 
to 
1992-93 
0.256 
-0.443 
-0.160 
-0.277 
0.020 
-0.084 
-0.149 
-0.156 
-0.138 
-0.002 
1993-94 
to 
1999-2000 
0.368 
0.167 
0.435 
0.371 
0.484 
0.290 
-0.022 
0.397 
0.182 
-0.208 
1982-83 
to 
1992-93 
LAG1YR 
0.071 
0.514 
0.185 
0.558 
0.455 
LAQ1YR 
-0.154 
0.027 
-0.121 
-0.069 
0.179 
1993-94 
to 
1999-2000 
LAG1 YR 
0.092 
0.200 
0.192 
0.075 
-0.445 
LAG1 YR 
-0.778 
-0.657 
-0.606 
-0.448 
-0.573 
RUBBER & RUBBER PRODS 
Share capital 
Borrowings 
Borrowings from Banks 
Borrowings, of which portion included under debt 
Bon'owings, from Industrial Finance Corpn. & SFCs 
SILK & RAYON TEXTILES 
Share capital 
Borrowings 
Borrowings from Banks 
Borrowings, of which portion included under debt 
Borrowings, from Industrial Finance Corpn, & SFCs 
-0.310 
-0.288 
-0.018 
-0.170 
0.002 
0.044 
-0.187 
-0.195 
-0.014 
0.011 
-0.351 
-0.432 
-0.306 
-0.142 
-0.124 
-0.239 
-0.172 
-0.087 
-0.236 
0.109 
LAG1YR 
0.024 
-0.184 
0.319 
0.337 
-0.248 
LAG1YR 
-0.129 
-0.043 
0.021 
0.030 
-0.207 
LAQ1 YR 
0.013 
0.027 
0.035 
-0.275 
0.254 
LAG1YR 
-0.635 
0.080 
-0.425 
-0,724 
0.294 
Following are the major findings of the study: 
For the period 1981-82 to 1993-94, 9 out of the 10 sub sectors have shown a 
negative correlation between growth rates of borrowings from banks and the growth 
rates of industrial production and only one sub sector i.e. chemicals has shown a 
positive correlation between these two variables. However during the next sub-
period i.e. 1994-2000, a positive relation between the growth rates of borrowings 
from banks and growth rates of industrial production were observed In respect of 5 
industries. These industries were Ferrous & Non Ferrous Metal Products, Foundries 
& Engineering Wori^ shops, Machinery, Motor Vehicles and Paper & Paper products. 
A negative correlation during the same period was observed for remaining industrial 
classifications viz. Chemicals, Cotton Textiles, Jute Textiles, Rubber & Rubber 
Products and Silk & Rayon Textiles. 
When a similar exercise was carried out with a time lag of one year, for the 
period 1981-82 to 1993-94, the correlation coefficient, in respect of some industries, 
which was negative became positively con-elated, with 1year time lag figures. These 
industries were Jute Textiles, Machinery, Motor Vehicles, Rubber & Rubber Products 
and Silk & Rayon Textiles. In other words, grov^h rates for borrowings from banks 
and industrial production, in respect of 7 industry segments, (other than Cotton 
Textiles, Fen-ous & Non-Ferrous Metal Products, Foundries & Engineering Work 
Shops and Paper & Paper Products), showed positive con-elation. And for the period 
1994-95 to 1999-2000, when correlation was worked out, with one-year lag, in 
respect of the above industries, the differences were not significant compared to the 
figures, which were taken without time lag. 
A positive con-elation was observed with time lag figures between growth 
rates of bon-owings from banks and growth rates of industrial production, in respect of 
Ferrous & non Ferrous metal products. Foundries & Engineering Workshops, Jute 
Textiles, Machinery, Motor Vehicles and Rubber & Rubber Products. A negative 
correlation was observed for Chemicals, Cotton Textiles, Paper & Paper Products 
and Silk & Rayon Textiles. Thus, it is found that the impact of bank lending on 
industrial growth was more pervasive i.e. covered more industrial segments during 
1990s compared to 1980s. 
Thereafter, correlation coefficient was calculated for growth rate of bon-owings 
(fonn Industrial Finance Corporation and State Financial Corporations) after 1 year 
lag and grov^h in industrial output, for the period 1982-83 to 1993-94. The finances 
from Industrial Finance Corporation and SFCs constitute long-term finance for 
industries, which is often refen-ed to as term finance. The relation between such 
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finance after 1 year lag was found to be positive with the growth in industrial output in 
respect of 6 industry segments namely Chemicals, F^ errous & Non-fenrous metal 
products, Foundries and Engineering workshops, Jute Textiles, Motor Vehicles and 
Paper & Paper Products. 
For the period 1994-95 to 1999-2000, the growth rates of borrowings from 
Industrial Finance Corporation and SFCs, after 1 year lag showed positive correlation 
with growth in industrial output, in respect of 8 out of 10 industry classifications. 
These were Chemicals, Cotton Textiles, Fen-ous & Non-ferrous metal products. 
Foundries and Engineering wori^ shops. Jute Textiles, Machinery, Rubber & Rubber 
Products and Silk & Rayon Textiles. These findings are indicative of positive impact 
of term-finance on industrial growth. 
A positive feature of this exercise is that some of the results obtained 
con-oborate the results of the RBI study, even though the methodology adopted was 
different. The coefficient of correlation, calculated for the period 1993-94 to 1999-
2000 by RBI is positive for all industrial segments. Our study also shows positive 
correlation between the comparable industrial segments except in case of Cotton 
Textiles, Rubber & Rubber Products, and Chemicals. 
The limitations of the study are obvious. These include: the period covered in 
our study is only up to 1999-2000. Secondly, simple correlation co-efficients have 
been worthed out, rather than regression model and also that data for only 10 sub-
sectors of the industry are used. However, these limitations have remained, even 
after exploring all possibilities for collection of data from the RBI, as well as, Ministry 
of Industry. The limitations however, do not either impact the broad results or 
undermine the purpose of the study. There is a substantive result to show whether a 
relation between gmvAh of finance and output, at a sub sector level is established or 
not, and the gestation period required to set up an industry, is not overiooked, while 
conducting the study. 
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In nutshell, it is found that there is a positive correlation between the flows of 
finance, whether from banks or financial institutions, to the industrial sector. Further, 
analysis at frie sub-sector level of the industry brings out that growth of financial flows 
leads to grov^ rth in more sectors of industry. 
The study brings out that: 
• Growth in flow of finances from banks have helped more sectors of industries 
during the 1990s 
• The flows of funds from financial institutions, which are mostly of long term 
duration, have also led to increased growth rates in most of the industry sectors 
during the 1990s. 
• The findings of this study are broadly in line with the studies conducted by 
Reserve Bank of India. 
The results of the study point to policy initiatives necessary for facilitating flow 
of finances for the growth of industrial sector, at the macro-level, since it is obsen/ed 
that the growth of the industrial sector leads economic growth. Secondly, it is also 
indicated that as the flows of finance help more sectors of industry to grow, it is 
imperative for banks and financial institutions to focus on the industrial sector and 
perform a catalytic role in economic growth. Further, this finding provides a backdrop 
by way of providing statistical trends to entrepreneurs, to set up industrial ventures, 
which will not only lead to their own prosperity, but will help in overall growth of the 
economy and help the government in fulfilling its social objective of employment 
generation. 
The study opens vistas for further research in the field, so that the policy 
framework provides an environment- social, political, financial and legal, that 
facilitates growth of the economy. 
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Theme of the Study 
Theme of the study 
Against the backdrop of various studies suggesting strong links between 
finance and growth, this study first attempts to take stock of different thoughts, 
theoretical postulates, empirical researches, and statistical inferences, and finding 
divergent views on the link between finance and growth, makes an attempt to have 
a fresh look at the issue. 
The approach to the study is analytical, and based to established theories 
and statistical tools. The statistical exercise undertaken in the study provides a 
testable analysis of the issues against the time horizon of two decades i.e. 1982-
83 to 1999-2000. The study is presented in five chapters. 
The first chapter provides an overview and the ideas of luminaries, 
economists and researchers, who hold startlingly diverse views. It covers those, 
who ask-Whether finance is at all linked to growth, to those who believe that only 
finance leads to growth. There are views of Nobel laureates, who believe that 
growth, in a long time-span, is possible only due to technical progress, and others, 
who state that 'Beliefs die hard and those who still link capital accumulation to 
growth, have not yet gone out of fashion.' The other section brings out the debate 
on structure of financial systems that exist i.e. bank-based vs. market-based. The 
issue is also examined in historical perspective and the economic environment in 
developed and developing countries. The next section presents the evolution of 
economic theory, from Adam Smith, to the mathematical models of Han'od and 
Domar, to neo classical models and endogenous growth theory. The chapter 
concludes by summarizing the above. 
The second chapter presents the research design, it begins with the need 
for the study. The hypothesis is presented thereafter. Then the scope of the 
study, and the survey of literature, are presented. The survey of literature covers 
Goldsmith, the studies by World Bank, National Bureau of Economic Research, 
IMF, and works of acclaimed researchers and economists- Levine, Mc Kinon, 
Robert G. King and the like. Some of these cover analysis of bank-based and 
market-based economies, pertaining to growth of GDP, savings etc. Also links of 
financial systems with growth of new firms, expansion of existing firms etc are 
covered. The survey of literature also encompasses various econometric 
exercises. The next section covers research papers and literature in the Indian 
context. More specifically studies on Indian economy by Resen^ e Bank of India, 
ICRIER, ICRA, various researchers and certain thesis submitted at leading 
universities like Jawahar Lai Nehm University, New Delhi, Ali^arh Muslim 
University, Aligarh and at Indira Gandhi Institute for Development Research, 
Mumbai. In the next section, the methodology adopted for the study, and the 
limitations of the study are set out. The chapter concludes by providing some 
caveats for policies to promote financial development. 
The Third chapter presents the Indian financial system. The initial section 
covers the history of banking in India, followed by detailed structure of financial 
institutions in the country and their contribution in development. The next part 
explains the structure of banking sector. This is followed by role of industrial 
sector under five year plans, and outlays for industrial sector under different plan 
periods. The need for financial sector reforms, their implementation, and the short 
comings of the reforms process, along with policy prescriptions are presented in 
the concluding section of the chapter. 
Chapter Four is an exhaustive one. It provides statistical infomriation of the 
financial sector in Indian economy. It begins with figures for growth peri'ormance 
of India vis-ci-vis emerging mari<et economies, so as to provide a comparison of 
growth. Thereafter, total credit provided by scheduled commercial banks, broadly 
to food and non-food sector and their respective growth rates is tabulated. As the 
study moves to industrial sector financing, the data for the same is collated and 
presented. Thereafter, funds from commercial banks to priority sector, small-scale 
industries and medium and large industries for the last two decades are presented. 
Thereafter, the ratios (Cash Reserve Ratio and Statutory Liquidity Ratio), which 
are to be necessarily maintained, as per the guidelines of Reserve Bank of India, 
fomi time to time, are shown. This is very important because it is only the 
remainder of the funds, after providing for these ratios, which is left with the banks 
for lending. Further, the rates at which loans have been advanced to industries by 
financial institutions is shown. This represents tiie cost of funds to industries. 
Next, the spread i.e. the difference between the borrowing and lending 
rates of banks for various maturities, over the time horizon are shown. This 
depicts the earnings of banks, from lending operations. The next section covers 
trends in demand for funds by industries. Broadly, two sources of funds for 
industries exist i.e. intemal and external. The shift in design of overall financing 
brings out dominance of extemal sources in eariy years of study, to dominance of 
intemal sources in later years. Further, the components of intemal and extemal 
sources, and their relative shares is compiled. Theoretical frameworic in respect of 
the above is then provided to present theoretical postulates and the practical 
reality together. The index numbers of industrial production are then shown for 
two decades, in four major sectors viz. mining, manufacturing, electricity and 
general, to enable exploration whether actual growth in finance can be linked to it 
or not. 
The Fifth Chapter comprises the main study conducted for the thesis. The 
data set for flow of finances, in the study, is compiled from the study of Reserve 
Bank of India titled 'Selected Financial Statistics-Public Limited Companies 1974-
75 to 1999-2000 (Selected Industries)' and; the data for growth in industrial output 
is collected from Ministry of Industry, Govemment of India. The data set chosen 
was thus from robust and most authentic sources. 
Our study has proceeded in the following manner- Firstly, to establish a 
relationship between finance and growth, we began with, running a regression 
model, with explanatory variables. As we relied only on the robust sources of 
data for the purpose of study, i.e. Ministry of industry, for the growth rates of 
industry and on Reserve Bank of India, for the flow of finances, there was a 
problem of sufficient 'N, because Ministry of industry had in 1993-94, revised the 
base year for calculation of growth rates. Since, the sample population was too 
small to provide dependable results, the exercise had to be abandoned. 
Thereafter, it was attempted to establish a relationship between flow of 
finances to the industry and their growth rates. This was plotted graphically, but 
again no clear picture emerged from the flow of funds in totality. So, this exercise 
also had to be abandoned. 
Next, the break-up of flows of funds to industries, was taken at indicative 
level to explore the link. This was compared to the growth rate of industries. Even 
then, no clear picture emerged. 
Then, the growth rates for various components of funds-internal & external 
sources were calculated. These sources include debt, funds from financial 
institutions. Govt, /semi Govt, bodies and creditors, as external sources of funds 
and; share capital as intemal source. The data for these constituents of finances 
to industrial sector are compiled from the Reserve Bank of India's study. 
Thereafter, the data for growth rates of industries, collected from Ministry of 
Industry, Government of India are correlated. The purpose of such exercise was 
to examine the link i.e. wtiether growth rate in financial flows and growth rate of 
industries had any link. 
The study brings out that: 
• Growth in flow of finances from banks have helped more sectors of industries 
during the 1990s 
• The flows of funds from financial institutions, which are mostly of long temri 
duration, have also led to increased growth rates in most of the industry 
sectors during the 1990s. 
• The findings of this study are broadly in line with the studies conducted by 
Reserve Bank of India. 
Chapter 1 
Finance and Growth 
Chapter 1 
Finance and Growth 
Introduction 
The issue of relationship between finance and growth has attracted the 
attention of. many economists, experts and researchers. While various 
researdies have a consensus that a relationship does exist between finance and 
growth, others approach the issue differently and point out that factors other than 
finance are also responsible for growth. The entire issue has been approached 
from various directions, and startlingly variant results emerge. 
Before we proceed, we are faced with a fundamental question "Does 
finance make a difference...?" Raymond Goldsmith (1969). According to Walter 
Bagehot (1873) and John Hicks (1969), financial system played a critical role in 
igniting industrialization in England by facilitating mobilization of capital. Canning 
this idea further, Joseph Schumpeter (1912) says that "well functioning banks 
spur technological innovation by iderttifying and funding those entrepreneurs who 
have best chances of successfully implementing innovation products and 
productive processes'. 
However, in contrast to the above, Joan Robinson (1952) states that 
"where enterprise leads, finance follows". According to him economic 
development creates demand for a particular type of financial instruments and 
systems. 
Various Views on Finance and Growth 
Some economists contend that the relationship between finance and 
growth is not important. According to Robert Lucas (1988), the role of financial 
factors in economic growth is 'badly over-stressed'. A collection of essays by the 
pioneers of development economics including three Nobel laureates does not 
mention finance to be a cause for growth. 
Some other researchers have found that factors, like the legal system in a 
country, the contract enforcement mechanism, the historical perspective, the 
economic environment, and numerous others influence the growth process. 
Various economists have emphasized the role of technological development, 
rather than finance, savings or investment, for putting an economy in the growth 
trajectory. 
Box 1.1 
Just allowing for a reasonable degree of technological flexibility, accomplished two 
things. In the first place, the mere existence of a feasible path of steady growth turned 
oil not to be a singular event. A range of steady states is possible and the range may 
even be quite wide if the range of aggregate factor-intensities is wide. There are other 
ways in which an economy can adapt to Harrod-Domar condition, but it still seems to me 
that variation in capital intensity is probably most important. Second, it turned out to be 
an implication of diminishing returns that the equilibrium rate of growth is not only not 
proportional to the saving (investment) rate, but is independent of saving (investment) 
rate. A developing economy that succeeds in permanently increasing its savings 
(investment) rate will have a higher level of output than if it had not done so, and must 
therefore grow faster for a while. But it will not achieve a permanently higher rate of 
growth output. More precisely the pennanent rate of growth of output per unit of labour 
input is independent of savings (investment) rate and depends entirely on the rate of 
technological progress in the broadest sense." 
Robert M. Solow in his Nobel lecture (Dec 8, 1987) 
In similar vein, Dr. L.C. Gupta (Growth Theory and Strategy: New 
Direction, Oxford University Press, 1983) observed that "By economic growth in 
the present context, we mean a rising living standard for the population as 
signified by ensuing per-capita income. Scholars hold widely divergent view on 
what causes growth. Policy makers continue to grope in the dark for effective 
growth strategies. Clearly, our ability to accelerate the rate of economic growth 
depends on whether we have correctly understood the causal process of growth. 
A belief, which has held sway among economists, is that capital accumulation is 
the most important source of economic growth. W.W. Rostow's well known work 
The Stages of Economic Growth [Cambridge University Press (1960)] contained 
an implied suggestion that once an economy reached a certain minimum level of 
savings and investment, it would be ready for take-off into self-sustained grov^h. 
The widely accepted Han-od-Domar model of growth places capital formation at 
the center of the stage. The strength of this belief is evident from the fact that 
policy measures In most developing countries are even today concentrated on 
raising the rates of savings and investment There is sufficient statistical 
evidence to demolish the belief that growth is brought about by capital 
accumulation." 
Among those economists, who acknowledge the relationship between 
finance and growth, some contend that finance precedes growth, others suggest 
that it is the one that follows. Some distinguish between 'supply-leading' and 
'demand-following' phenomenon while other schools of thought suggest that the 
availability of finance provides impetus to grovyrth, yet others suggest that it is the 
removal of bottlenecks and controls, which leads to growth. Some thoughts 
proceed with the idea that it is the bank-based system that causes growth, and 
still others suggest fliat the market-based economies grow faster. So the debate 
and discussion on the issue continues. 
Financial Structuralist and Financial Repressionist View 
The literature on the role of financial development, as a means of 
accelerating economic growth of developing countries, broadly brings out two 
distinct schools of thought. Both prescribe different routes for financial 
development. 
One view- the 'financial structuralist' view suggest? that a widespread 
networic of financial institutions and a spectmm of financial instmments have a 
positive effect on economic growth through the process of investment of savings. 
The other-the 'financial repressionist view' considers the other dimension i.e. the 
reasons for impediment to growth, and suggests that ceiling on nominal interest 
rates along with high and variable inflation rates is the cause for low real interest 
rates and; is a major impediment to financial deepening, capital formation and 
growth. Thus, according to this school, the solution lies in freeing the interest 
rate, which will find its equilibrium in a free mari<et environment. 
Both the views suggest different routes, but the common thread running 
between them is to foster economic growth. Many recent studies have 
empirically established that finance helps in promoting economic growth and it is 
widely accepted that efficient financial systems are very essential, since they 
perfomi important functions in a modem economy, that enable faster growth. 
Importance of Financial System 
In a modem economy, an efficient financial system is essential to facilitate 
economic transactions and specialization in production. A stable cun^ ency and 
an efficient payment system reduce uncertainty and costs of economic 
transactions. Financial assets with full range of yield, liquidity and risk 
characteristics encourage savings in financial forms. Access to a variety of 
financial instruments enables economic agents to pool, price and exchange risks 
for robust and balanced financial system, which contributes to growth and 
stability of the economy. By achieving and sustaining macroeconomic stability 
and by building better rule based regulatory systems, the governments can lay 
foundations of smooth functioning financial systems. 
Finance is special because it is an input to much of economic activity. 
Development of financial sector is thus intimately related to development of the 
whole economy. Many empirical studies find a positive relationship between the 
level of financial development and the rate of growth of per capita income. The 
contribution of finance to growth is best seen in temis of an efficient and 
adaptable payments system and in ternis of savings mobilization and resource 
pooling. But care has also to be taken because any Instability in macro economy, 
usually reverberates into the financial sector, and vice-versa\ 
The financial system consists of various intermediaries vvho provide 
payment sen/ices, which facilitate exchange of goods and services, mobilize 
savings, allocate credit, and monitor bon'owers. They allocate resources to those 
alternatives, which optimize the efficiency of resources. They also limit, pool and 
trade risks from financial activities. But financial system's contribution to growth 
depends both, on the quantity of the services it is able to offer, as also its quality. 
Good financial systems not only help the growtti of economy but also in 
mitigating the risks, in event of shocks. 
Various economists stress the importance of finance for economic growth. 
They emphasize that finance is important because of the key functions that the 
financial institutions perfonn. At surface level, finance involves transfer of funds 
in exchange for goods, services, or promises of future return, but at a deeper 
level the bundle of institutions that make up an economy's financial arrangement 
should be seen as performing several key economic functions viz.: 
• Mobilizing savings (for which the outlets would otherwise be much more 
limited); 
• Allocating capital funds (notably to finance productive investment); 
• Monitoring managers (so that the funds allocated will be spent as envisaged); 
and; 
• Transfomfiing risk (reducing it through aggregation and enabling it to be 
carried by Itiose more willing to bear it). 
Role of Financial System 
The financial system consists of financial institutions and financial 
instmments. The financial martlet is at tiie center of economic activity. The 
financial sector encourages savings and allocates funds among various users, 
thereby helping production, capital accumulation and growth. According to Worid 
Development Report 1989, the countries with well-developed financial systems 
grow faster, than cxjuntries with weak financial systems. Although finance, by 
itself cannot bring about the economic development, a well-developed financial 
system can help an economy to achieve higher rates of growth. 
A financial system offers the investors a wide an-ay of financial instmments 
and services. It offers a wide choice of investments with numerous risk and 
return combinations. As different investors want different instruments, according 
to their preferences, the financial institutions and banks offer the same. There 
are some investors who look for a fixed return on their investments, which may 
even be low, while others, may be willing to take more risk, in anticipation of 
higher returns. They may take the risk of even the principal amount getting 
eroded. Different investors thus want different combinations of risk and return. 
The portfolio choice also improves with financial progress and innovations in 
financial technology. Therefore, financial progress induces larger savings out of 
same level of real income. As savings are done by millions of individual 
households and firms, a financial system provides a mechanism to collect these 
individual savings and directs them to the entrepreneurs, who are in need of 
finances. 
The financial system provides an opportunity to those who have capacity 
and willingness to save, but do not have the capacity to bear risk, nor 
entrepreneurial skills of running a business or undertaking production, to pass on 
their savings to the producers or entrepreneurs. The entrepreneurs, on the other 
hand, have competence and willingness to organize production, but may not 
have enough resources to make the required investment. The financial system 
brings together such investors and borrowers. A well-developed financial system 
is able to mobilize all kinds of savings, whether small or big and directs them to 
projects, which give the highest retums on investment with equal risk. Those 
people, who want to invest their money, may either invest directly in the projects, 
by purchasing primary securities, or in other words, investors make surplus funds 
available to deficit spenders. Else, investments may be made through mediators 
i.e. through financial martlets. In this process, the investors buy secondary 
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securities and entmst their savings to banks or financial institutions, which in 
turn, allocate these funds among competing borrowers. 
The important function of a financial system is to an-ange smooth and 
efficient allocation of credit, and enlarging the aggregate rate of investments. 
This is done by financial intermediaries who mobilize savings of the investors by 
selling their own liabilities (deposits, insurance policies etc.) and make these 
funds available to deficit spenders, at their own risk. Similarly financial system 
also provides opportunities of investment to those, who want to invest directly in 
companies by purchasing securities from the primary market. So, a developed 
financial system provides a basket of opportunities both in the primary, as well 
as, secondary market. 
Box 1.2 
The financial system consists mainly of financial institutions including banks, 
insurance companies, provident and pension funds, investment & mutual funds, 
compulsory saving schemes, savings bank, credit unions, and securities markets, 
which canry out financial functions. However, it is necessary that, to have overall 
development, a proper legal framework must exist, whereby the rights of investors are 
secured and efficient contract enforcement mechanism functions because financial 
contracts help in diversifying risk and financial development also reduces the 
economic volatility. Though financial systems have capabilities to reduce risk, in 
absence of supporting institutions that provide prudent risk taking incentives, financial 
development can lead to magnifying the risks rather than mitigating them'. 
World Development Report (2002) 
Coming to the issue of how the financial intennediaries perform the 
functions which individual investor or the borrower can't. The basic premise of 
financial intermediation is the huge volume of operations and the large value, 
which they handle. Besides deriving benefits of economies of scale in the 
portfolio management, and their capacity to hire professionals for their 
operations, financial institutions operate on the assumption that ail creditors will 
not call back their funds at the same time, and that, if some creditors withdraw 
cash, some others shall deposit cash as well. The financial system thus plays 
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the role of a catalyst by credit creation. According to Schumpeter, Keynes and 
Kalecki, the investment financed through created credit generates the 
appropriate level of income, which in turn, leads to an amount of savings which is 
equal to the investment already undertaken. 
This brings out, that for efficient functioning of financial system, it is 
necessary that an environment must also exist, which fosters growth. The 
environment includes mles and regulations framed by the Government or the 
regulators, an efficient payment system, protection of investor rights, 
enforceability of financial contracts, proper dissemination of information about the 
corporates to the investors, and the like. The financial institutions reduce the 
risk considerably by distributing and diversifying their investments. They also 
provide instmments for hedging risks. 
Bank-based Vs. Market-based Financial Structure 
Before exploring relationship between finance and growth, it is important to 
first review the types of structure of financial systems that exist. Broadly, two 
kinds of financial systems are found the worid over. One, the bank-based 
system, often called the continental model, is found in countries like Japan and 
Germany. In these economies, the banks and financial institutions play a 
dominant role in channelising savings to productive uses and the capital martlets 
are less important in raising funds. The other system, the market-based system, 
called the Anglo-American model, is found in countries like United Kingdom and 
USA. In these economies, capital martlets are predominant in raising funds for 
deployment in productive uses and the banks and financial institutions take a 
back seat. 
Historically, many believe that it was the development of financial 
institutions, which contributed to the technological development. In the Dutch 
Republic, development of financial instruments like negotiable international bills 
of exchange, negotiable securities, a convenient payment system, a stable 
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currency, a strong banking system and a developed securities market led to 
quick economic growth in the seventeenth century. Even in England, financial 
institutions were set up before the industrial revolution took place in the 
eighteenth century. Similarly in USA, the financial system was in place in the 
nineteenth century, before the onset of factory level production. 
In bank-based imanaal systems, it Is the banks, which play a leading role 
in mobilizing savings, allocating capital, overseeing the investment decisions of 
corporates and providing instruments to contain risks. In these economies, 
corporates rely on banks for financing their projects. The banks accept deposits 
from the public, and further lend these funds to borrowers. They design 
instruments to cater to the specific needs of the borrowers. Further, banks 
collect information about the borrowers and use it for decision making, so that 
they can allocate funds optimally. 
At a larger scale, the banking system promotes and facilitates growth of 
national income of a country, by identifying investment opportunities, in the best 
interest of the country and channeling resources in such direction. The most 
crucial role of the banks is to identify the enterprises within the industry, which 
are most efficient, so that, funds can be allocated to them. The banks thus act as 
conduits for credit dispensation. Apart from the above, the banks also regulate 
the flow of funds to those sectors, which need to be developed, according to 
national priorities. 
During the evolution of financial systems in most countries, informal 
finance, which is prevalent in early stages of economic development due to 
availability of person specific information, about the borrowers, with the money 
lenders, is replaced by formal sources of credit like banks, financial institutions, 
markets and is followed by intemational finance. 
In early stages of development in most countries, banks funnel scarce 
resources from the surplus to the deficit sectors. The role of stock market in 
such circumstances is limited. Though, in the long term, as the markets develop, 
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intermediaries become less central in providing funds for firms. It has also been 
seen that if banks are initially competent, then a bank-based financial system 
emerges and banks become more productive due to leaming-by-doing and, the 
financial sector continues to be dominated by banks. On the other hand, if the 
productivity of the banking sector is initially low, then market-dominated regimes 
emerge, and banks become even more unproductive in such situations because 
there are no learning effects for them and market-based sources of finance gain 
prominence. 
Those \Nho consider bank-based systems better, state that banks perfomn 
the most important and problematic task of the financial system i.e. screening 
and directing funds to firms rather than just among sectors. Financial institutions 
and banks try to base their lending decisions on the infomnation available with 
them, so that they are able to deploy funds in those enterprises, which make best 
utilization of capital and have high productive efficiency. This helps in balanced 
development of the economy and enhances international competitiveness of the 
industry. Second, banks are preferable to securities or bond martlets because 
debt contracts with fixed repayment schedules are better especially where there 
are productivity risks, asymmetry of infomiation between lenders and borrowers 
and where the projects need constant monitoring. Third, some banks and 
institutions hold shares of companies, to whom they have lent and have their 
nominee directors on Boards of such companies. Thus, they have advantage in 
obtaining infomnation and can make better decisions when there is a conflict of 
interest between shareholders and lenders. 
The bank-based model has been very successful in many industrialized 
countries. Some economists contend that two most successful industrialized 
countries viz. Gemnany and Japan could overtake United Kingdom as an 
industrial power due to existence of bank-based financial structure. In Japan, 
banks had preferential access to deposits of firms, since banks had provided 
them finances, especially in cyclical downturns. So, during upswings, the finns 
pari< their funds with banks. This leads to synergy between investment and 
growth. 
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Banks are also successful in establishing long-tenn relationships with 
industrial houses, as they have regular interaction with the clients and also 
monitor their funds. On one hand, banks provide funds to industries, but on the 
other, they can even force the corporates to provide the required infomnation and 
in case the bon"owers do not co-operate, banks may ask them to repay the loans 
or threaten them of reducing or stopping further flow of funds. 
In countries with even weak legal and accounting systems and having poor 
contract enforcement mechanism, powerful banks can force firms to reveal 
information and repay debts on time. 
The bank-based system has certain advantages, which are broadly: 
• Banks incur low costs on screening and monitoring firms, thereby improving 
resource allocation and corporate control. 
• Banks establish close, long-temn relations with firms and can better assess the 
requirement of funds. 
• Banks are more effective in providing finance during various stages of new 
project implementation or expansion of existing ones. 
• Banks can make additional funds available, in case of over-runs of time or 
cost. 
• Banks may finance new companies in areas about which, they already 
possess information. 
• Banks have long-term relations with firms and may possess information about 
the firms, which may not be available to public at large. 
The other segment of people believes that market-based financial system 
enables faster economic development. In market-based financial systems, 
securities mari<ets share center stage with banks in funneling society's savings to 
the corporates, exercising corporate controls and enabling risk management. 
Some economists contend that capital mari<ets reduce liquidity risks, and were 
the main cause behind the industrial revolution, since many inventions had 
already taken place but could not be implemented at a large scale or at factory 
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levels, as it required huge amount of long-term funds and only the financial 
markets made such funds available. The financial markets brought together, 
those who wanted money for investments in their projects, and those who were 
willing to invest and bear the risk. In other words, the market based financial 
system provided a possibility to shift the risk to those who were willing to bear it. 
Some further state that, it was the financial revolution set rolling by the financial 
mari<ets, which preceded industrial revolution. 
In countries where there are market-based financial systems, there are 
well-developed stock mari<ets, and there is better flow of information about the 
corporates to public at large, at low costs, leading to better choice of investment 
opportunities and efficient resource allocation. Also the market-based systems 
provide the ability to small investors to diversify and contain risks. 
Over the years, the role of stock mari<ets has enlarged. Between 1982 
and 1993, worid mari<et capitalisation grew from $ 2 trillion to $ 10 trillion and the 
new stock markets were a large contributor to this figure. This tremendous 
growth of stock mari<ets around the worid has forced many countries to make 
policies for development of these mari<ets and attract foreign capital. Though 
direct contribution of stock mari<et development in long-run economic 
development has not been empirically established, it is suggested that well 
developed stock markets may promote risk diversification, liquidity and capital 
mobilization and information processing and that these services may accelerate 
long run growth. 
As economists have not yet developed a common measure or a common 
concept of stock market development, it is difficult to establish its link with 
financial development. However, certain stock mari<et indicators are used to 
measure size of stock market, mari<et liquidity, martlet concentration, mari<et 
volatility, institutional development etc. 
It is observed that as the economies develop, there is a change in the 
needs of bon-owers and lenders. Gradually, self-financed capital investment is 
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substituted by bank-based debt finance and later the capital markets emerge as 
additional fund providers. Flow of foreign capital and debt, further augment the 
finances. It is pertinent to note that although banks dominate most financial 
systems, the stock markets tend to gain importance with the level of 
development. Both are however, not substitutes for each other and even in most 
industrialized countries, far more finance is raised from bank loans than from 
equity. 
Broadly, bank-based systems are more relationship based whereas 
market-based systems are more information based. The demarcation between 
the two models lies in the fact that in bank-based systems, the banks or financial 
institutions collect savings from investors and further lend these funds to 
corporates. Whereas, in market-based economies, the corporates approach the 
investors, for their financial requirements, who directly invest in the companies by 
purchasing primary securities. 
Those who support the market-based system attribute growth of certain 
developed nations to this kind of system prevailing there. They contend that 
market-based systems allocate funds among borrowers in a superior way, as 
there are various complementary institutions, which provide information about the 
borrowers. They also state that the martlets provide healthy competition among 
borrowers. The investors put their money only in worth while companies, where 
they expect good dividend, in addition to capital gains i.e. increase in the price of 
their stocks. Further, as the outside rating agencies develop in a country, the 
infomiation base and analytic capacity deepens. Such infonnation helps the 
investors in deciding, whether they should invest in a particular project. As a 
result of these developments, securities and bond markets grow in importance. 
Many people feel that as the economies develop, they should move 
towards market-based system, but it must be realized that financial systems pass 
through evolution and tend to change over a period of time. The social, legal and 
financial environment influences the kind of financial system prevalent in a 
country. So usually efforts to change financial systems rapidly do not succeed. 
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whereas policies to develop legal and regulatory environment, facilitate gradual 
evolution and transformation process, it can be seen that attempts to build stock 
markets in several transition economies in African countries have not been 
successful due to underdeveloped legal, information and enforcement 
mechanisms. Thus, policies to promote gradual financial development are more 
effective than thmsting sudden changes. 
It is also important to note that, it may not necessary to switch from one 
model to another, as the above mentioned two models are not 'either-or* 
situations, but it is a blend of both, which is practically found in most countries. 
The blend is necessary, because both cater to variant needs of the bon'owers 
and of the investors. The need for funds by the bon'owers may be of different 
size and tenor. For working capital and short-term requirement of funds, banks 
emerge as a preferred source because these kinds of funds are available with 
them. Whereas, capital markets are prefen'ed for raising long tenn funds, since 
markets are able to issue such securities. Bank-based systems are found more 
in economies which are yet in the developing stages, or where the governments 
have taken upon themselves the task of industrial development, or where the 
legal system of contract enforceability and investor's safeguards are not 
effectively in place. 
Bank-based and market-based systems have different requirements 
concerning information and contract enforcement e.g. banks collect information 
about the clients from private sources and not necessarily from complementary 
institutions. Also, for enforcing the contracts entered into with borrowers, they 
may threaten the client of recalling credit. Whereas, for the capital martlets to 
develop, it needs complementary institutions which provide independent and 
unbiased information. In addition, it requires, good public infomiation system, 
sound accounting practices, low levels of conuption, transparency, low-
transaction costs, laws pertaining to protection of minority shareholders & 
contract enforcement, 
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It is thus, the overall legal and business environment in a country, 
prevailing at that time, which has bearing on the choice of financial system. The 
environment depends on the relative power of State and private property holders. 
For example. In Europe, the governments, exercising their powers, during the 
Great Depression suppressed the mari<et forces, but similar attempts were not 
successful in USA and UK. Similariy, in 1930s, in Japan, the military 
government, which required money for the war, was able to suppress the goods 
and stock markets and force the direction of bank-funds to military related 
industries. 
Many arguments have been forwarded and researches done to explore, 
which of the two i.e. bank-based or market-based model is better, but even laying 
the definition of the two is not simple and further to categorize countries on this 
basis is all the more difficult. This was evident from tfie Worid Bank policy 
research paper (King & Levine-1992) wherein they attempted to classify 
economies as bank-based or market-based, but their study faced serious 
constraints, because countries with even poorly developed banking systems as 
per international standards had to be classified as bank-based because their 
stock markets were even more underdeveloped as per international standards. 
Also, those countries were classified as market-based where the markets were 
underdeveloped as per international standards because the banks in these 
countries were extremely underdeveloped. Similariy in another study (Worid 
Bank) trying to classify those countries v/hich have very liquid maricets (like USA) 
as market-based, had also to include in this segment those countries which have 
pooriy developed banking sector viz. Turi^ ey and Mexico. Classification of 
countries as bank-based or market-based has therefore been very difficult. 
Some other studies have also attempted to bring out the importance of 
financial structure for economic development, but, these studies at country, 
industry and firm level have not been able to establish that, for a given level of 
development, cross-country differences in long run GDP growth, industrial 
perfonnance, new firm fomiation, firm use of external funds, or firm growth can 
be attributed to either bank-based or mar^ef-6ased financial structure. 
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A World Bank study built a database on financial markets and 
intermediaries for over 100 countries, since 1960. It developed various indicators 
to measure relative size, activity and efficiency of financial intermediaries and 
martlets. These indicators, on the whole, showed a tendency for the financial 
systems to become more market-based as the countries become richer, but 
could not attribute grov^ rth to any particular stmcture. 
Coming to the ownership aspect. It is seen that in bank based economies, 
where there is only a small proportion of quoted companies, there exists a high 
concentration of ownership and long-term relations between banks and industry. 
Whereas, in market economies, which have a high proportion of quoted 
companies, low concentration of ownership and short term relations between 
banks and industry exists. In the case of former, firms have long-standing 
relationships with banks, as there is closer involvement of banks in corporate 
activities. Whereas, in the latter case, securities market provide funds and 
perform the function of exerting corporate control. 
Those economists, who suggest that market based systems are more 
conducive to growth, state that market-based systems have the following 
advantages: 
• Well-developed mari<ets provide information about the firms to all concerned. 
• Individual investors need not spend money and resources to collect 
information about the finn. 
• The information about the fimi is quickly reflected in its share prices. 
• Investors can dispose off their shares at any time and severe ties with the finn 
• As opposed to bank based systems, which prefer conservative investment, 
stock martlets prefer to finance new technologies and industries, which are 
research & development based. 
From this, the question that emerges is that which one of the two is a 
better system to follow, and the reply is also as simple -that the structure, which 
facilitates growth, should obviously be the preferred choice. There is no 
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prescription to follow, but it is the present environment and the historical 
perspective, which are responsible for prevalence of a particular financial system 
in a country and also about its success or otherwise. 
Other Views on Structure of Financial Systems 
A distinct school of economists contends that the financial structure 
whether bank-based or market-based does not matter in the overall 
development. They state that Germany and Japan are bank-based and United 
States & England are market-based economies, yet they all have similar level of 
GDP per capita and similar long-run grov\rth rates. So, according to them financial 
structure did not matter in the overall growth. 
Some economists suggest that developing countries should follow the 
widely accepted model of growth, through capital formation, and that these 
economies should focus on raising the level of saving and their investment. 
Some developing countries, trying to copy the developed countries, take to road 
for industrialization, and finding that most of the working masses, in developed 
nations are employed in industries, try to do the same, not caring for the 
suitability of the industry for their own country, nor for the level of productivity, 
and the like. The results of many such exercises are not encouraging. 
Some others believe that there is no link between development and capital 
accumulation or industrialization, and state that growth could be achieved only by 
technical advancement or as Schumpeter termed as "doing things better". 
Gradually, this thought is now in limelight. Some other economists, trying to 
attribute growth, to addition in factors of production, like capital and labour, could 
not attribute a portion of growth to any of these factors of production and called 
these unexplained additions as ' residual factors'. Prof. Paul P. Streeten called 
them "co-efficient of ignorance". Though it must be understood that a mere 
recognition of existence of residual factor is not the same thing as providing a 
new and complete theory of growth. 
21 
The economists who believe that the State plays an important role in the 
economic development say that the degree of intervention of the State in the 
growth varies from country to country. In South Korea and Taiwan, with slightly 
different composition of policy instruments, a higher degree of State intervention 
exists. However, it is different from the State intervention in South Asia and Africa. 
In the former case, the emphasis is on providing a policy framework for 
competition, growth and export, while in the latter case it has been on restrictions 
and control. Also, when governments in Far- Eastern countries forced the 
companies into some form of co-ordination, they aimed at combining the benefits 
from co-operation and competition. 
The World Bank has formulated another view, the functional approach to 
explaining the high growth rates in some Asian economies. Based on extensive 
investigation of Far Eastern high-growth countries they combine some of the views 
expressed by revisionists with some of those propagated earlier by the neo-
classical economists. Like the revisionists, they recognize that the contests, with 
the State as referee in important respects, has worked just as well as, or even 
better than, the free market competition. But they emphasize that the 
preconditions for this are hardly ever found in other developing countries. In 
addition, the role of the State in the Far Eastern countries has been, by and large, 
market-friendly. Only in exceptional cases, have the governments tried to bypass 
or substitute the martlet mechanisms. 
In a simplified form, the functional approach to understanding growth in 
high-perfomning Asian economies is shown (figure 1.1). The figure shows the 
interaction among the following: 
• Two sets of policy choices 
• Two methods of competitive discipline 
• Three central functions of economic management, and 
• The outcomes in terms of growth and income distribution 
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In FigureH, the lines with arrows indicate how policy choices contribute to 
outcomes via attainment of the three growth functions. Many policies contributed 
simultaneously to two or even three functions. High investments in human 
capital, for instance, contributed both to accumulation and to productivity-based 
increase of competitiveness. Openness to foreign technology was another major 
vehicle for productivity-based catching up. The double-arrows indicate numerous 
self-reinforcing feedbacks. For example, rapid growth and relatively equal income 
distributions contributed to accumulation by increasing savings rates and 
generating larger and more effective investments in human capital. The policies 
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listed as fundamentals affected the attainment of growth functions primarily 
through market-based mechanisms of competitive discipline. 
The selective interventions went beyond that by altering the martlet 
incentives by providing, for instance, special incentives for manufactured exports 
or performance-based subsidized credit. Some selective interventions in reality 
guided, and in some cases even bypassed markets, but according to the 
functional theory- that made sense within a neo-classical framework, because 
they addressed particular market failures and were limited so as not to interfere 
too much with the competitive environment and the functioning of private 
enterprises. The Worid Bank report describes the mix of policies pursued as well-
adapted to changing circumstances and priorities, in contrast to policies pursued 
by most other developing countries which have been characterized either as 
lacking purposeful direction or as rigid continuations of demonstrably 
unsuccessful measures. 
The refinement and sophistication of analysis contained in this functional 
approach have, along with other recent theoretical ideas, penetrated into some of 
the strategic recommendations of the Worid Bank and other intemational 
organizations in the 1990s. The prevailing point of view is now that control-
oriented and market-substituting interventions should be avoided. In this sense, 
an extensive deregulation has been put on the agenda for most countries in the 
Third Worid. Simultaneously it has been recommended that the States strengthen 
their capacity for martlet orientation to support the development of the private 
sector and to promote manufactured exports. The crisis in most of the Far Eastern 
economies in 1997-98 raised some doubts about all the interpretations above - of 
the reasons for high growth rates during the previous decades. It was held that 
the institutional pre-requisites for industrial development noted in the revisionist 
interpretation and the functional approach remained relevant in a national context. 
This is the reason behind giving special emphasis to India in our study. In addition 
an analysis of how growth in different industrial sectors has been impacted by 
financial flows has been brought out. 
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Theory Of Economic Growth 
Theory of economic growth has a long history and can be traced back to 
David Hume. It is with Hume and then Smith that W.W. Rostow, began his work 
on economic growth, proceeding to the contributions of Thomas Malthus, David 
Ricardo, John Stuart Mill, and Karl Marx, who were all growth theorists, but each 
had his own perspective on national economic prosperity and growth. Economic 
growth was at the center of classical economics. Hume, in his rebellion against 
mercantilism, according to which, a favorable balance of trade was a prerequisite 
for increased national wealth, but Hume, stated that there was a connection from 
trade to prosperity and growth. He stated that it is not the trade surplus (excess 
of exports over imports) that matters most, but rather total trade as such (exports 
plus imports). He said that "If we consult history, we shall find, that in most 
nations, foreign trade has preceded any refinement in home manufactures, and 
give birth to domestic luxury". Thus in Hume's view, not only exports, but also 
imports, were good for growth. 
The First Revolution: Adam Smith 
Adam Smith took the above argument a step further by making links 
between division of labour, efficiency and size of market, a central element in his 
wide ranging theory of wealth creation, public policy and economic growth. He 
is said to have started the first revolution in growth theory. He regarded saving 
and investment both as by-products and precursors of domestic and foreign 
trade and as a means of enlarging the market and increasing the division of 
labour and thereby efficiency. He wrote "The annual product of the land and 
labour of any nation can be increased in its value by no other means, but by 
increasing either the number of its production labourers, or the productive powers 
of those labourers who had before been employed. The number of its productive 
labourers, it is evident, can never be much increased, but in consequence of an 
increase in capital, or of the funds destined for maintaining them. The productive 
powers of the same number of labourers cannot be increased, but in 
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consequence either of some addition or improvement to those machines and 
instalments which facilitate and abridge labour, or of a more proper division and 
distribution of employment. In either case an additional capital is almost always 
required When we compare, therefore, the state of a nation at two different 
periods, and find, that the annual produce of its land and labour is evidently 
greater at the latter than at the former, that its lands are better cultivated, its 
manufactures more numerous and more flourishing, and its trade more 
extensive, we may be assured that its capital must have increased during the 
interval between those two periods, and that more must have been added to it by 
the good conduct of some, than had been taken from it either by the private 
misconduct of others, or by the publick extravagance of government" Thus 
according to Smith, high levels of saving and investment stimulate growth not 
only through the direct effects of the resulting accumulation of capital on output, 
but also through its indirect effects on labour productivity as well as its interaction 
with exchange and trade. Saving and investment encourage trade and vice 
versa. 
In his book The Wealth of Nations, Adam Smith brought out that economic 
growth is driven by (a) the accumulation of capital through high levels of saving 
and investment and (b) increased efficiency through division of labour, increased 
foreign trade and more and better education, improved soil and climate. It hardly 
needs to be said that, for simplicity, the above sketch has abstracted from 
various subtle remari^ s of Smith, from his above book, which is extremely rich, 
substantial and wide ranging, blending far sight with numerous empirical and 
practical examples. His observations include 'I shall not mingle conjectures with 
certainties' and despite its rich wealth. The Wealth of Nations does not contain a 
single mathematical equation, not even a single graph. 
Followers Of Adam Smith 
Until Kari Marx, the theory of Adam Smith remained unchallenged for 
almost 200 years. Though some of the followers of Smith, Thomas Malthus, 
David Ricardo and J.S. Mill added some details and emphasis, but the broad 
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contours of the theory remained intact, Malthus was interested in the question of 
population, While Ricardo was more interested in distribution of wealth than its 
growth. Mill stated that education would restrain population growth, in variance 
to Malthus. He stated that the stress should be on production, and society would 
take care of the distribution. If the society did not like the distribution, it could 
amend it by taxes and subsidies. 
Karl Marx held a different view. He stated that production and distribution 
were closely related. Joseph Schumpeter, in Theory of Economic Development 
stated that growth depended on technology and innovations. He stated that 
entrepreneurs, who are rent seekers, are motivated by monopoly profits, they 
continue to invent and innovate as long as they can capture the rent from their 
patents. Keynes wrote "Fomi the earliest times, of which we have record-back, 
say, to two thousand years before Christ- down to the beginning of the 
eighteenth century, there was no very great change in the standard of life of the 
average man living in the civilized centres of the earth This slow rate of 
progress, or lack of progress, was due to two reasons- to the remari^able 
absence of important technical improvements and to the failure of capital to 
accumulate." 
Mathematical Models- Harrod And Domar 
The economists of the previous times did not rely on mathematics and 
used words, most in English, for the purpose. Alfred Marshall wrote that 
mathematics in economics was as 'at best a useful piece of scaffolding, which 
should be removed in the presentation of final arguments'. However, use of 
mathematics became a permanent feature of analysis in economics after Paul 
Samuelson's Foundations of Economic Analysis and had great impact on growth 
theory in particular. The use of mathematics can attributed to the issue, which 
had not been resolved by Smith and his followers i.e.dynamic interactions among 
macroeconomic variables and distinction between flows (e.g. savings & investment 
per year) and stocks (e.g. capital at a point in time, such as beginning of the year). 
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Irving Fisher described that flow is as different from a stock as a waterfall 
is from sea level. Because of continuous movement involved, the distinction 
between flows and stocks is inherently a dynamic problem, most easily dealt with 
by mathematics. By definition, investment equals increase in capital stock. This 
is why a high level of investment entails increasing level of stock. This brought 
out that by continuously augmenting the capital stock, even stationary levels of 
savings and investments relative to output drive the output higher, thus 
generating economic growth. 
Roy Harrod and Evsey Domar expressed this dynamic relation in a simple 
equation. According to their model, economic growth depends on just three 
factors (a) the saving rate, which is determined by households, as they divide 
their income between consumption and saving (b) the productivity of investment 
i.e. the capital/output ratio, which reflects the way finns base their demand for 
capital on the amount of output they want to produce, and (c) the depreciation 
rate. In simple equation- Growth depends on saving and efficiency, including 
depreciation. The Hanrod-Domar model suggests that savings provide the funds, 
which are bon-owed, for investment purposes. It explains net investment (i.e. the 
investment over and above the needed to replace the worn out capital 
(depreciation) leads to more producer goods (capital appreciation), which 
generates higher output and income. Higher income allows higher levels of 
saving. This is shown as follows: 
Figure 1.2 
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The implication of the above are that economic growth requires policies that 
encourage saving and/or generate technological advances, which lower capital-
output ratio. 
The above model has been criticized on the following grounds 
1. It is difficult to stimulate the desired level of domestic savings 
2. Meeting the savings gap by borrowing from overseas causes debt repayment 
problems later 
3. Diminishing marginal returns to capital equipment exist, so each successive 
unit of investment is less productive and the capital to output ratio rises. 
4. The amount of investment is just one factor affecting the development e.g. 
supply side approach (free up markets; human resource development 
(education and training) 
5. Economic growth is necessary but not sufficient condition for development 
6. Sector stmcture of economy is important (i.e. agriculture vs. industry vs. 
services) 
The Second Revolution: The Neoclassical Model 
This was started by Solow. He stated that suppose output is made by 
labour and capital under constant returns to scale, so that doubling both inputs 
doubles the output. Various economists were already following this hypothesis. 
Moreover, suppose, capital grows at the same rate as output in the long run, as 
was shown statistically for USA and other industrial countries, then if we abstract 
for a moment from technological progress, output and capital must grow together 
at the same rate as labour. Therefore, since population growth is a demographic 
phenomenon and hence exogenous, it must follow that economic growth is also 
exogenous. 
Realizing this, Harrod made a distinction between 'warranted' rate of 
growth, which depends on saving, efficiency and depreciation and 'natural' rate 
of growth, which depends on natural growth. As there was no guarantee that 
these rates of growth would be the same, and if wan-anted growth failed to keep 
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up with natural growth, unemployment would ensue. Economic growth remains 
exogenous, when technological change is taken into account. For example, in 
the form of increased labour productivity, which grows at an exogenously given 
rate. Now the constant retums-to-scale production function relating output to 
labour and capital shifts out continuously at the rate of technological progress, 
because the same labour and capital make more output, over time. In this case 
output and capital must grow, in the long run, at the rate that equals the sum of 
the rate of growth of labour (or population, if the labour force participation rate is 
constant) and the rate of technological progress. Thus according to Solow, the 
saving behavior was no longer relevant for long-run growth, nor was efficiency. 
As population growth and technological progress were outside the purview of 
economics, thus it was outside the reach of economic policy. 
Solow stated that -if there is dis-equilibrium in the capital stock i.e. its 
current value is larger or smaller than its long ain equilibrium value (which grows 
over time in a growing economy), then through a dynamic adjustment 
mechanism, this will be corrected. The long run steady state equilibrium path 
along which output, capital and quality adjusted labour (measured in efficiency 
units to allow for increasing productivity) all grow at the same exogenously given 
rate. This means that the capital/output ratio remains constant over time and 
output per head and capital per worker grows at the same exogenous rate as 
productivity. Solow showed how capital/output ratio, rather than being 
exogenously fixed as in the Harrod-Domar model, is better viewed as an 
endogenous variable, which moves over time and reaches long run equilibrium. 
Once attained, the long-mn equilibrium is consistent with not only a 
constant capital/output ratio, but also with a constant rate of growth of output per 
capita, a constant rate of interest and a constant distribution of national income 
between labour and capital. With this background, many thought that economic 
policies were not relevant to growth and economic research on growth was 
reduced to a trifle in the 1970s. And many thought that macroeconomics was 
dead. The finding that long run economic growth depended on population growth 
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and technological progress and nothing else, created problem for other views on 
growth held by other economists. 
Solow held that the Harrod-Domar model, overidentified itself, as a single 
variable, growth, was now being detemnined by two different equations, one 
explaining growth by saving, efficiency, and depreciation and the other, by 
population grov^ rth and technological progress. Mathematically, one of these five 
fixed parameters had to be made endogenous, so that the two equations could 
be used to detennine two variables, growth and one of the remaining five. 
Solow selected capital/output ratio to solve the over-identification problem. 
This can be understood as follows: In the Harrod-Domar model, the exogeneity 
of the capital/output ratio is what makes it possible to view growth as an 
endogenous variable: growth adjusts to the exogenously given capital/output 
ratio. Solow reversed the roles of rate of growth and the capital/output ratio. He 
treated the capital/output ratio as an endogenous variable that adjusts over time 
to the e>:ogenously given growth rate of output-exogenous because its two 
determinants, population growth and technological progress, are exogenous. 
The Third Revolution: Endogenous Growth 
During this period, the technological change, which was regarded as 
exogenous eariier, was thought to have economic explanation, at least in part. 
Also, the exogeneity of long-run economic growth was questioned. It was argued 
that if output per capita grows at a rate that depends solely on-in fact, is equal to-
the rate of technological progress, then why is that growth performance of 
different countries differs so radically over long periods? Is the rate of 
technological progress really that different in different countries? and the like. A 
new theory of growth emerged. The key idea of this was- Technology is probably 
not exogenous. More probably, it depends on economic factors, including, for 
example, the amount of capital available to workers, that is the capital/labour 
ratio. More the capital wori<ers have to wori< with, more efficiently, will they use 
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it, and they will learn by doing. If dependence of technology on capital/labour 
ratio is described in a particular way, then capital/output ratio turns out to be 
constant after all, as assumed by Harrod and Domar. Hence economic growth 
has been freed to respond to changes in saving, efficiency, and depreciation, 
even in the long run. Endogenous technology makes economic growth also 
endogenous. 
To Sum Up 
In brief, financial development is a long process of building institutions, 
deepening infomriation bases and analytic capacities and developing niches in 
value creation in financial sen/ices through a wide an"ay of instruments, 
arrangements and contracts, in response to the changing environment and 
needs of firms, households and other economic agents. 
The countries, which allow flow of capital and are open to trade, have 
greater improvements in institutions and develop faster. So the policy framework 
should aim at developing such a design of financial system which is efficient, 
safe, con^uption free and stable. 
Many studies have tried to establish that there is no link between growth 
and capital accumulation but, beliefs die-hard. And emphasis on savings and 
investment has not yet gone out of fashion among economists. 
The theory of economic growtii has deep roots that extend far back in 
time, as economics itself. The classical economists from Adam Smith to Alfred 
Marshall, viewed economic growth as endogenous in the sense that it depends 
on economic factors-saving, efficiency and depreciation. Han'od and Domar 
summarized this in a simple equation. Solow built a new model, which showed 
economic growth, surprisingly, to be exogenous in the long run, and thus 
independent of saving, efficiency, and depreciation, except in so far as efficiency 
affects technology. There was no link between economic policy and long run 
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growth. Eventually, economic theorists restored the endogeneity of economic 
growth and re-established links between saving, efficiency and growth. Thus 
economic growth has branched out over a wide field. 
Also, as no single factor could satisfactorily explain growth in any of the 
studies, it shows the complexity of phenomenon, which is influenced by 
multiplicity of factors- economic, political, social, cultural etc. 
Box 1.3 
Nobel laureate Dr. Amritya Sen said "Much of economics is neat and elegant; 
but some of it is not the untidy parts of theory of resource allocation.... policy 
presented by infomiational lacunae and conceptual ambiguity. Some of the 
issues also call for going beyond what are often taken to be boundaries of 
economics- into political, social and philosophical matters some of modem 
economics seems indeed to be based on the corset-maker's old advice 'if 
madam is entirely comfortable in it, then madam most certainly needs a smaller 
size'. 
Amritya Sen (Resources, Values and Development-1984 Oxford University Press) 
Since these issues are very complex and require to be dealt with in depth, 
we shall proceed by encompassing all these dimensions, for making an attempt 
to an-ive at a balanced view. The focus of the study however, remains on 
exploring whether there is any causality between availability of finance and 
industrial growth. And if there is, what is the direction of the causality. 
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Research Design 
Chapter 2 
Research Design 
The Objective of the Study 
A large number of studies have been conducted exploring links between 
finance and growth. The literature on economic growth provides a wide spectrum 
of approaches to its linkages with different variables. Economists have linked 
economic growth to finance, growth in savings, increase in GDP, technological 
developments and some have linked it to financial stnjcture i.e. bank-based or 
market-based, prevailing in a country. Those who tried to attribute growth to 
industrial development have constructed various indices to drive home their view 
and some carried this view even further to analyze whether capital-intensive 
industries or R&D intensive industries spur economic growth. Those stressing the 
role of finance in growth call it 'finance-growth nexus' and yet others say that there 
is no link what so ever between finance and growth. Thus startlingly divergent 
views on the issue emerge. 
Our study attempts to have a fresh look at the issue, in light of the above. 
Why this Study? 
A survey of literature on finance and growth shows that many studies 
attempt to establishes a link between financial flows and growth. The present 
thinking woridwide is also focussed on deepening of financial systems, especially 
in the developing economies. The deepening has been more in limelight because 
it is held that economic progress is more finance intensive, it is suggested that 
sophisticated financial systems contribute to the economic performance, whereas, 
the other view holds that finance merely follows and adapts to real economic 
progress. Many researches strongly suggest that improvements in financial 
arrangements precede and contribute to economic peri'onnance. 
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Some studies have discussed effects of financial deepening or financial 
repression, others, the role of financial structure i.e. bank-based or market-based, 
in growth. Some others have raised the issues like Does finance make a 
difference? Whether finance spurs grov\rth? Whether growth necessitates setting 
up of financial institutions? Do bank-based economies or market-based ones grow 
faster? Whether increase in volume of financial services leads to reduction in cost, 
increase in investment and growth? Do finance and growth reinforce each other 
creating a virtuous circle? Can growth be attained only by productivity 
improvement? 
Since precise and specific links are not well established, several issues 
have remained outstanding. Also, studies in this area, specific to India have been 
rather few, other than those by Reserve Bank of India, ICRIER and some other 
institutions, which had a limited scope and purpose, thus, there is a need for work 
to be done in this area. 
What is the study about? 
The study explores the link between financial flows and the growth in 
industry in India. It covers the period of last two decades viz. 1980s and 1990s. It 
explores the link at sub-sectors levels of the industry. An attempt is made to 
explore the con-elation between finance and growth of various sub-sectors of 
industry. 
Hypothesis of the Study 
The Hypothesis for the study is: 
'Financial Flows from Banks and Financial Institutions have a positive 
impact on the grov^h of industry.' 
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Scope of the Study 
As the financing needs, production cycle, dependence on different sources 
of finance, and other features vary considerably from sector to sector, 
generalization do not provide specific answers. However, it is also not possible to 
encompass all dimensions of such vast issues. Thus the scope of the study 
covers 
1. Various sub-sectors of industry in India. 
2. Various sub-divisions of flows of finance i.e. from internal and external 
sources viz. banks, financial institutions, other debt. 
3. The study covers a time period of 1981-82 to 1993-94 and 1993-94 to 
1999-2000. The selection of time period is for two decades and 
according to the availability of comparable data. 
Survey of Literature 
Even during the last century, a number of studies have been conducted in 
different parts of the globe exploring the link between finance and growth. 
Raymond Goldsmith using data for 35 countries during the period 1880 to 1963, 
for a single equation model argued that the size of a country's financial structure, 
as proxied by the financial interrelations ratio was determined by its per-capita 
income, its rate of growth and the actual rate of inflation. He tested his model for a 
set of developed and developing countries and assuming that the actual rate of 
inflation is a good proxy for the real rate of interest, found that these results did not 
provide much support for the repressionist view (i.e. the financial repression 
causes hindrance to growth; and that freeing of economy from these hurdles will 
lead to growth) but indicated a rough 'parallelism' between economic and financial 
development. 
Many studies in the recent past have also tried to link economic growth to 
financial development. Using several measures for the level of development of 
financial intennediaries for a cross section of 77 countries for the period 1960-
1989, [King and Levine (1993)] found that, after controlling other variables 
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associated with economic growth, statistically and economically significant 
relationships existed between the measures of financial development and growth 
variables. 
In another study, [World Bank, (1992)], data set of 150 countries was 
studied to bring out stylized facts concerning relationship between financial 
structure and economic development and; links between financial structure and 
legal, regulatory and policy determinants. It was found that financial systems, on 
average, were more developed in richer countries. Also, there was some 
tendency for national financial systems to become more market- oriented as they 
became richer. Further, countries with common law tradition, strong protection of 
shareholder rights, good accounting regulations, low levels of corruption and no 
explicit deposit insurance tend to be more market-based. Whereas, countries with 
French Civil law tradition, poor protection of shareholder and creditor rights, poor 
contract enforcement, high levels of corruption, poor accounting standards, 
restrictive banking regulations, and high inflation tend to have underdeveloped 
financial systems. 
A study [Worid Bank, (Oct. 1996)], trying to attribute financial growth to the 
kind of financial structure i.e market-based or bank-based stated that finding such 
linkages has never been simple and; concluded that lack of quantitative measures 
of financial staicture and financial system make it difficult to compare financial 
structures. Also; it is analytically difficult and perhaps reckless to attribute 
differences in growth rates to differences in financial structures in different 
countries. 
A study, comparing bank-based system and market-based system 
[National Bureau of Economic Research, (Sept. 2002)], concludes that data 
provides no evidence for bank-based or market-based views. Distinguishing 
countries by financial structure does not help in explaining cross-country 
differences in long-run economic performance. Rather the data strongly supported 
the financial services view, i.e. countries with greater degree of financial 
development, as measured by aggregate measures of bank development and 
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market development, enjoy substantially greater economic growth rates. And in 
countries where legal rights of outside investors and legal system in enforcing 
those rights were in place, strong and positively linked long run growth pattems 
emerged. It concludes that legal system importantly influences financial sector 
development and this, in tum, influences long run growth. 
Another research [National Bureau of Economic Research, (June 2002)] 
studied whether financial stmcture has impact on industrial expansion, creation of 
new establishments, and the efficiency of capital allocation. It made a distinction 
between R&D intensive industries and labor intensive industries. Its findings 
support the financial services and law and finance views. The study found that 
industries, that are heavy users of external finance grow faster in countries with 
higher overall levels of financial development, and in countries with efficient legal 
system. Also, the overall level of financial development along with effective 
contract enforcement mechanisms, fostered new establishment formation and 
more efficient capital allocation. In contrast, they found no support for either the 
bank-based or the market-based views. Since, no evidence of higher growth rates 
could be attributable to either of these financial systems, they suggest that there 
was no need to use policy tools to tip the field in favor of either of these systems, 
instead policy makers should focus on legal refonns that foster development of 
financial intermediaries and markets. 
Approaching the other dimension to the issue i.e. the technological 
development, [Worid Bank, (Feb. 1993)], examines the 1911 argument of Joseph 
Schumpeter, that the services provided by financial intermediaries i.e. mobilizing 
savings, evaluating projects, managing risks, monitoring managers and facilitating 
transactions contribute to economic development. They find that higher levels of 
financial development are positively associated with faster rates of economic 
growth, physical capital accumulation, and economic efficiency improvements. 
They also observe that financial development is a good predictor of long-run 
growth over the next 10 to 30 years. And that, higher levels of financial 
development are strongly associated with future rates of capital accumulation and 
future improvements in the efficiency with which economies employ capital. 
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Those linking growth to technological progress and thereby increasing 
factor productivity state that rigorous and diverse econometric evidence shows that 
the contribution of finance to long-term growth is achieved chiefly by improving the 
economy's total factor productivity, rather than by rate of capital accumulation. 
The economists, who hold that market-based economies grow faster 
suggest that a virtuous circle between finance and growth can occur because, as 
more investment projects are undertaken, it is easier to diversify risk through 
financial markets, and more money gets invested [Acemoglu and Zilibotti, (1997)]. 
Whereas, if starting a firm requires sizeable up-front cost, then too few firms are 
established and financial markets develop very slowly. So the circle of cause-
effect relationship develops. 
Towing a similar line, some studies have attempted to incorporate variables 
like level of stock martlet development, state of household credit mari<et and the 
role of banking sector, to analyze their impact on the growth process, while others 
examined the relationship between various alternative indices of development 
(e.g., the ratio of consumer credit to GDP, martlet capitalization to GDP, bank 
credit to GDP) and their growth rates. 
Numerous economists follow the financial repressionist approach. Taking 
the figures for Korea, Mckinnon showed that the ratio of M2/GDP went up from 
0.09 in 1964 to 0.33 in 1970 while the real retum on one year time deposits 
changed from (-)12.6% in 1964 to (+) 12.6% in 1970, with inflation falling from 
35% to 9% over the same time period. The evidence provided a resounding 
support for the repressionist hypothesis. 
A study on the African continent (Bhatia and Khatkhate) examined the 
relationship of financial deepening to growth in eleven African countries. As an 
indicator of financial deepening, they alternately used - currency, demand 
deposits, time and savings deposits and also their total, as a proportion of GDP. 
They tried to test the relationship between these alternate measures of financial 
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development and per capita income and; the rate of growth of GDP by plotting the 
dependent and one of the independent variables at a time. They did not find any 
systematic pattern in either of the two cases, so these results can not be used to 
shed any light on the relationship between financial deepening and financial 
repression. 
A study [K.L.Gupta, (1984)], proceeds from the work of Mckinnon and 
Shaw, on the role of financial development as a means of accelerating economic 
growth in developing countries and provides a testable hypotheses from the 
existing literature and conducts an empirical exercise to provide policy guidelines. 
This study proceeds with: what is the direction of causality between financial and 
real grov\rth and secondly that does the real interest rate and its stability matter in 
economies of developing countries. He developed a simultaneous equations 
model in which the role of financial inter-mediation and financial repression on 
financial deepening, aggregate savings, structure of savings, capital formation and 
real income are specified. The major findings of his research were: 
1. Using the methodology developed by Granger and Sims, he tested for 
causality between financial and real growth for a sample of fourteen developing 
countries, using quarteriy time series data with alternate indicators for financial 
development and with the index of industrial development serving as a proxy for 
real development. He found that the direction of causality ran from financial to real 
development, thus suggesting an activist role for the financial sector. This finding 
was not sensitive to any particular characteristic of the countries included in the 
sample. 
2. Using Fisher's equation to examine the extent of financial repression, 
with financial repression being interpreted narrowly, namely, that the existing real 
interest rates were below the equilibrium or the market clearing rates. Alternate 
measures of price expectations were used to test the relationship implied by 
Fisher's equation. He found that there was considerable variation in the 
experiences of the individual countries from Asia and Latin America. In addition, 
he found that the extent of financial repression was sensitive to how the expected 
rate of inflation and consequently, the real rate of interest was measured. 
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3. In order to examine the role of financial intermediation, as propounded 
by the financial structuralists, and the role of interest rates, as emphasized by the 
financial repressionists, he specified a single equation model of savings behavior 
which incorporated both, real interest rate and financial inter mediation, as its 
arguments. The role of both factors was found to be quite limited, in so far as, 
aggregate savings were concemed. However, it was noted that measurement 
errors in the savings data could account for some of the insignificance of results. 
For eight countries, two types of savings tumed out to be substitutes, suggesting 
that increases in real interest rate affected the composition of savings in favor of 
financial assets; and that there was evidence to suggest that, the growth of 
financial system quite apart from movements in real interest, contributed to a 
change in the composition of savings in favor of financial savings. 
4. The behavior of simulated values suggested that in some cases, 
staictural changes might have been more marked, but for, the existence of 
financial repression. Simulations also suggested that in a few cases, a slightly 
higher growth rate also might have been possible. On the other hand, the broad 
outlines of growth did not appear to have been affected to any appreciable degree. 
Exploring the link between industries, which are heavy users of extemal 
finance and development, [Rajan and Zingales (1998)], using a panel of 42 
countries and 36 industries show that the industries, which are externally 
dependent i.e. industries that are naturally heavy users of extemal finance, grow 
relatively faster in economies with higher levels of financial development. 
On similar lines, a study [The World Bank, (June 2000)], compiled a broad 
cross-country data set to examine: Do industries that depend heavily on external 
finance grow faster in bank-based or market-based financial systems? Are new 
finns more likely to form in a bank-based or market-based financial system? They 
concentrated on mechanisms through which financial structure influenced 
economic activity and industrial structure. They specifically assess whether bank-
based or market-based f\nanc\a\ systems are better at fostering new firni fonnation 
or existing firm expansion, or whether it is the overall level of financial 
development, that is critical for emergence of new firms and the expansion of 
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existing ones. Tliey also examine whether the legal system plays an important 
role in establishing the financial conditions for both new firm formation and the 
expansion of old firms. The study also encompasses the growth rate, as growth in 
number of establishments and growth in average size of establishments. It finds 
that the data gave no support either to market-based or bank-based view. 
Industries that depend heavily in extemal finance do not grow faster in either bank-
based or market-based financial systems but grew faster in economies with higher 
levels of overall financial development and also in economies where the rights of 
outside investors are protected. Also, there was no robust relationship between 
growth of number of establishments and the expansion of existing firms to whether 
the economy was bank-based or market-based. Further, overall financial 
development affected the growth in number of establishments. Similarly, legal 
environment regarding financial contracts, helped in increase in number of 
establishments. However, neither overall financial development, nor legal 
environment was associated with the growth of average size of establishments. 
A study attempting to link rate of per-capita gross domestic product to 
financial structure in a large cross-section of countries during 1960-89 (Robert G. 
King) explores the rate of investment and efficiency of investment, i.e. the ratio of 
gross domestic investment to gross domestic product and the ratio of change in 
per-capita GDP to gross domestic investment. He finds that, firstly, many financial 
indicators are significantly correlated with grov^h. Secondly, he finds that it is 
empirically important to identify, which financial intermediaries are doing the 
intermediation and; to whom the financial system is allocating credit, rather than 
simply using proxies for the overall size of financial system. Thirdly, the financial 
performance indicators are highly correlated with each other and though 
differences exist between them, the correlation between the indicators and growth 
are not highly dependent on which financial indicator is chosen. Fourth major 
finding was regarding the channels via which the financial indicators and growth 
are correlated. Although the cross country regressions suggested that the 
financial system indicators tend to be robustly correlated with growth only because 
they were highly correlated with the ratio of national investment to GDP, the 
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pooled cross-country, time-series analysis suggested that the financial indicators 
and growth are linked through both, the investment and the efficiency channels. 
Highlighting the role of financial services in the economic growth, some 
economists hold that providing financial services, such as insurance and screening 
of investment projects, involves fixed costs. These costs decline as the economy 
develops, while the availability of more financial services, in tum, increases 
investment, growth, and welfare. Thus, finance and growth reinforce each other, 
creating a virtuous circle [Greenwood and Jovanovic, (1990)]. 
Another aspect of the growth process which has been extensively studied 
is the cross-country differences in the legal rights of creditors, the efficiency of 
contract enforcement and the accounting standards, explaining the level of 
financial intermediary development. Not surprisingly, legal and accounting 
reforms, that strengthen creditors rights, contract enforcement and accounting 
practices have been found to boost financial intermediary development and 
thereby accelerate economic growth [Levine Ross, 2000)]. 
Stressing the role of financial improvements for overall growth, macro-
economic stability and poverty reduction, the World Bank states; 
Box 2.1 
There is now a solid body of research strongly suggesting that Improvements In 
financial arrangements precede and contribute to economic perfomiance. In other 
words, the widespread desire to see an effectively functioning financial system is 
warranted by its clear causal link to growth, macroeconomic stability, and poverty 
reduction. Almost regardless of how we measure financial development, we can see a 
cross-country association between it and the level of income per capita". 
Finance for growth, The World Bank 
While these approaches point to a mutually beneficial interaction between 
finance and growth, others suggest that financial development may decrease 
growth, while it improves economic welfare. This may occur for example, with 
development of insurance markets reduces, as insurance reduces precautionary 
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savings, it curtails resources available to finance investment [Devereux and Smith, 
(1994)]. 
Some econometric studies have even shown that banking crisis are more 
likely in countries with liberalized credit markets, more so with weak institutional 
environment [Demirguc-Kunt and Detragiache, (1999)]. In addition, banking crises 
tend to depress financial development indicators, undoing some of the benefits of 
financial liberalization. 
In absolute variance to the views held by the previous studies, a study 
[IMF, (June 2003)], states that the thought about a link between finance and 
growth is over-stretched; and takes fonward the previous research, wherein it was 
found that: a positive con'elation between bank development and growth is not due 
to simultaneity bias and that financial development exerts a first-order effect on the 
long run economic growth. The results obtained were in sharp contrast to the 
earlier studiesand revealed that the relationship between financial development 
and economic growth was at best weak and secondly there was no clear indication 
that finance spurs economic growth. Instead, for some specifications, the 
relationship was, puzzlingly, negative. Though, they attribute it to presumably, use 
of a data set comprising different countries and time periods, but nevertheless, the 
research opens doors for numerous other thoughts. 
Some other studies probing the link between finance and growth state that 
association does not prove causality, and many other factors are also involved, not 
least the stability of macroeconomic policy. Nevertheless, over the past few years, 
the hypothesis that the relation is a causal one has consistently survived a series 
of econometric probes. 
The effect of financial sector development on economic growth and welfare 
and the direction of causality between financial development and growth is given 
as follows: 
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Box 2.2 
'As economies grow and develop, so do financial markets and institutions. But which 
way does causality go? In principle, it could be both ways. As the economy grows 
and becomes more complex, a demand for various financial services emerges, and 
the financial sector may simply develop to fulfill that demand. 
World Economic Outlook 2004, The World bank 
Literature on India 
To analyze the capital structure in Less Developed Countries (LDCs), 
[Singh and Hamid, (1992)] examined the pattern of corporate financing in India, 
Korea, Jordan, Pakistan, Thailand, Mexico, Malaysia, Turkey and Zimbabwe. 
They observed that these countries depended heavily on external resources of 
finance, particularly issue of new shares for financing growth. The study is 
startling because it is in contrast to previous studies, which found that firms in 
developed countries depended more on internal sources of funds and less on 
equity. 
Reverse Pecking order for LDC by Singh is opposite of the theory by 
Mayer's, (1990). This study states the possibility that the large firms in LDC might 
be different from those in the advanced countries in many respects. Second, the 
results, that industries in LDCs rely on external sources is contradictory, because 
level of development of stock markets in LDC is low, and imperfections are more. 
In such a situation, industries would rely relatively more on internal sources rather 
than external ones. However, the limitations to the study were that the data used 
in the study is of only 50 top companies and; in the second study, data for top 100 
companies is used. The data may not be con^ect representation of the entire 
corporate sector in the LDCs. Cherian (1996) pointed out that in Singh & Hamid's 
'reverse pecking order" approach, ttie definition of internal sources of finance, 
excludes depreciation as an internal source. As a result, it undennines the role of 
depreciation as an important the internal source of funds. 
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The factor of time-lag between finance and growth has been brought out in 
the Economic Survey, 2001-02. It also brings out that lower demand for finance 
(by industries) is because of low industrial growth. 
Box 2.3 
Allowing for appropriate lags, credit flow and higher industrial growth rate are 
closely related.... Deceleration in the demand for credit reflected the 
slowdown in the industrial activities and the depressed investment climate. 
Demand for credit is influenced by several other factors, such as agricultural 
growth, export demand and competitive strength of Indian firms apart from 
interest rates. Effective demand for credit pre-supposes effective demand for 
goods and services via increase in income which reflects the trend in real 
activity. This implies that poor off-take of credit is a symptom rather than a 
cause of deceleration in industrial growth. 
Economic Survey, 2001-02, Govt, of India 
A study by ICRIER (July 2001) suggests that improvement in financial 
an-angements precedes and contributes to economic performance. It contends that 
regardless of how we measure financial development, we can see a cross-country 
association between it and the level of per capita. However, association does not 
prove causality and many other factors are also involved. Nevertheless, the 
relation is a causal one has survived econometric tests. It further states that 
econometric evidence shows that the contribution of finance to long-term growth is 
achieved chiefly by improving the economy's total factor productivity, rather than 
the rate of capital accumulation. It is through its support of growth, that financial 
development has its strongest impact on improving the living standards of the 
poor. Though some argue that the services of the formal financial system only 
benefit the rich, the data say otherwise. Furthermore, countries with a strong, deep 
financial system find that, on balance, it insulates them from macro-fluctuations. 
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Reserve Bank of India has brought out that the economic growth, is a 
function of level of technology, the proportion of saving, that are invested and the 
rate of savings 
Box 2.4 
The linkages between finance and economic development have been 
resurrected over the past decade by the endogenous growth theory (increasing by 
intemal growth). The new growth models trace the growth rate (g) in temns of three 
crucial parameters, v/z., the level of technology, as captured by social marginal 
productivity of capital (A), the proportion of savings channeled to investment (f) and the 
saving rate (s). Ignoring depreciation, the new theories seek to establish that g = A f s. 
Financial development could influence economic growth by increasing the productivity 
of capital, or lowering of intemiediation costs {via an increase in 0> or by enhancing the 
saving rate. 
Report on Currency and Finance, (RB11999-2000) 
An analysis of impact of foreign capital flows upon domestic financial sector 
[Renu Kohli, Economic and Political Weekly] finds that during the last decade, 
there has been a tremendous increase in intemational capital mobility. Cross-
country trends in capital flows reveal that private capital flows now dominate, with 
official capital flows reduced to a trickle. Simultaneously, a rise in portfolio capital 
has tilted the composition of intemational capital flows toward short-term 
investments, exposing individual countries to enhanced volatility and sudden 
withdrawal risks. 
Another study has tried to establish that- between debt and equity, the 
main components of finance, tax shield has tilted the benefits in favour of debt 
(Prithvis Kumar De, JNU, Ph.D. Thesis). He analyzed the data for India from 1950 
onwards to find out the benefits accruing to a firm from either source, by examining 
trends in corporate investment and; verified empirically, the relation between 
financing pattern and investment. His analysis showed that corporate investment 
did not have significant growth rate in 1990s compared to 1980s. As for financing 
patterns in 1990s, he observed certain changes. Movement towards greater 
equity, conrelation between Debt-Equity Ratio and investment 
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suggested higher debt-greater investment. At sample aggregate, negative tr^f^" '" 
level of investment was observed. He further observed that demand was the most 
influencing factor on investment, irrespective of mode of finance. Also, while 
demand was the only significant factor in debt financed firms, investment behavior 
of equity financed firms depended, in addition, on internal liquidity and investment 
opportunities. At dis-aggregated level, both modes of financing showed negative 
trends, implying that investment declined for both types of firms. However this was 
more for equity financed firms than debt financed finns. 
A study of Indian Corporate sector: Patterns and Determinants of Capital 
Structure [Saumitra N. Bhaduri, (IGIDR, 1998, Ph.D Thesis)] brings out two major 
insights into the capital structure choice in context of Less Developed Countries 
(LDCs). Firstly, most models used in other studies are based on US data, which 
pre supposes well-functioning and liquid mari<et, where investment can diversify 
risks and; secondly, existence of legal system to enforce rights of investors. These 
assumptions are violated in LDC. In India, little is known even after liberalization, 
about its effects on optimal financing choice. This study attempts to carry forward 
the wori< of Rajan & Zingales (1994), with data for LDCs, Despite difference in 
institutional fnamewori<, in which Indian corporates operate, it finds that agency 
theoretic and information based models of capital structure can successfully 
predict capital structure choice. Explanations for sample are quite strong 
compared to studies using USA data. Their results indicate to a wider set of 
detemiinants of optimal financing choice including difference in martlet efficiency 
and legal system. Such means of resolving agency conflicts are missing in many 
LDC. The relationships derived from the sample models are more likely to have 
empirical validity here, therefore, contrary to general intuition, many of main 
stream capital structure theories are much more appropriate description of realities 
of today's LDCs. The empirical models developed in the thesis tried to incorporate 
many important features of borrowing behavior of LDCs, 
A study to explore the relation between business risk and leverage (Bhat 
Ramesh K) covers 63 industries and confirms inverse relation between business 
risk and leverage. Negative relation between dividend payout and leverage, and 
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finds that debt service capacity is negatively related to leverage. The study ^ ^ *° 
confimn relation between leverage and size of firms and is not able to find any 
linkage between growth rate of firms and leverage. 
Another study uses multiple regression to establish relation between 
various attributes and financial structure [S. Venkatesan, (1983)]. It uses seven 
different finn specific attributes and financial structures, like industry category, firm 
size, operating leverage, debt coverage, cash flow coverage, business risk and 
growth rate for establishing a relationship. However, it finds only debt coverage 
ratio links importantly significant, which affect financial structure 
A study [I.M.Pandey (1985)] prepares time series covering 1973-74 to 
1980-81 for 743 companies for relation between leverage and size, profitability, 
growth and industrial classification. The study fails to find any determinants of 
capital structure. 
P.M. Rao, (1989) finds negative correlation between age and debt-equity 
ratio, which reduces the possibility of young conmpanies to go for higher debt-
equity ratio. The study also finds negative relation between retained earnings and 
leverage, but finds a positive relation between debt ratio and firm size measured 
by total assets and net assets. 
Various empirical studies have also been undertaken on the impact of 
policy reforms since 1991-92, on the performance and behavioral parameters of 
Indian firms compared to the pre-reform period. The aspects more commonly 
examined include factor productivity (Goidar 2000), profitability (Kambhapati and 
Parikh 2001) and employment (Katrak 2001). Though most of the studies were 
aiming at justifying the proposed reforms and the restmcturing process, the impact 
assessment of finance on the industrial development of the country has not been 
given as much attention from the researchers and economists, as much it 
deserves. 
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Methodology 
A) Collection Of Data 
The data for the study was collected from the following robust sources: 
• The data for aggregate flows of finances to industries from financial institutions 
was collected from various issues of Report of Development Banking in India 
by Industrial Development Bank of India. 
• The data for aggregate flows of finance from banks was collected from 
Handbook of Statistics on Indian Economy by Reserve Bank of India. 
• The data for flows of funds to various industries was collected from 'Selected 
Financial Statistics-Public Limited Companies', a voluminous publication by 
Reserve Bank of India, wherein they have captured trends of finance to 
different industrial segments. 
• The data pertaining to growth in output of industries was collected from 
Ministry of Industry, Government of India. 
B) Tools And Techniques For Analysis 
In order to test the hypothesis, use of statistical tools was made. To 
explore the relationship between finance and industrial growth, regression model 
was used, but it had to be abandoned because the Government had revised the 
base year for calculation of growth rate, so the time period was very small and for 
want of sufficient 'N', this method was abandoned. 
Next, it was attempted to establish a con^elation between financial flows 
and industrial growth. For the purpose, correlation between flows of finance from 
banks and financial institutions and industrial growth was attempted to be 
established, however, as no clear picture emerged, the issue was approached 
differently. A breakup of flows of funds for industries was taken at indicative level 
to explore the link. This was compared to grovi'th rate of industries, but again, no 
clear picture emerged. 
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Then, the growth rates for break-up of funds i.e. internal and external 
sources and a further break-up of external sources viz. debt, funds from banks, 
funds from financial institutions, funds from Govemment/semi Government bodies 
and creditors was correlated to growth rates of industrial output. 
It was felt that since the flows of finance to industries may not result in 
industrial growth immediately, the growth rates of finance were compared to 
growth rates of industries after a time lag of one year. This exercise for canied out 
for two periods 1982-83 to 1993-94 and 1994-2000, for various sub-sectors of 
industries separately, to enable a comparison. A graphic representation of all 
these was also made 
Limitation of the Study 
The research faced certain constraints as to availability of data, non-
comparability of various features, revision in the basis of calculation used by 
Govemment of India, and the like. 
Since data from only the above cited robust sources has been used, 
various difficulties were encountered. As these sources have compiled data for 
their own use and have used classifications according to their own needs, making 
comparison of data from such different sources was difficult. Secondly, though, for 
the purpose of bringing objectivity in the study, a comparison, with one year time 
lag, between growth of finance and growth of industry has also been made, but it 
was observed that time lag between flow of funds and industrial growth may vary 
from industry to industry. Some industries may start production within a year of 
setting up whereas others may take a number of years for the production to start, 
so at the cost of drawing such commonalties, the research has proceeded. 
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Literature- In Brief 
A rapidly growing body of research takes advantage of the most recent 
advances in economic theory, empirical methodologies and data collection to shed 
light on whether financial development can stimulate growth. From this two 
commonalities can be drawn: 
• The view that financial sector development accelerates general economic 
growth tends to be supported by theoretical and empirical studies and; 
• Policies to foster financial development through financial liberalization, need to 
be undertaken alongside institutional reforms, because otherwise they may 
increase financial fragility. 
Theoretical Insights in key frameworks in considering the interaction between 
finance and growth are the following: 
Empirical Studies: Three basic approaches have been used to test whether 
financial development causes growth: a) regressions of growth on financial 
development indicators, b) a more dis-aggregated approach that exploits 
differences in sectoral data and; c) an approach that uses data to calibrate an 
explicit theoretical model. 
1. Regressions of growth on financial development: Economic growth is 
regressed on the initial level of financial depth, measured by the ratio of broad 
money to GDP or the ratio of credit to the private sector to GDP, while 
controlling for the traditional determinants of growth (King and Levine, 1993). 
The results are typically that financial development does cause growth, 
although some questions remain about the robustness of the results (Favara, 
2003). The effects also appear to be large: increasing financial depth, 
measured by the ratio of Ma to GDP, from 20 percent (the mean of the slowest 
growing quartile of countries) to 60 percent (the mean of the fastest growing 
quartile of countries) would increase output growth by 1 percent a year. 
Moreover, the evidence suggests that financial development seems to affect 
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growth by increasing productivity, rather than capital accumulation or savings 
(Beck, Levine and Loayaza, 2000) 
2. A dis-aggregated approach: Another strategy to minimize concerns of reverse 
causality has been to exploit the differences in corporate financial structure. 
Some industries are unable to meet their Investment needs through internally 
generated cash and depend crucially on external resources provided by 
financial markets. If financial development affects economic growth, then 
these industries should grow more slowly than others in countries with less 
developed financial markets, a prediction borne out by the data (Rajan and 
Zingales, 1998). A related finding is that economies with more developed 
financial markets tend to specialize in sectors more dependent on financial 
markets in the long mn, and to allocate more resources to sectors with higher 
growth opportunities in the short run (Fisman and Love, 2003). 
3. Calibration exercises: With this approach, specific theoretical models of the 
interaction between finance and growth are simulated using numerical 
parameters estimated from country data. The advantage was that a specific 
theory of how finance affects growth can be tested. In addition, they do not 
utilize standard cross-country regressions, which were not well suited to study 
the transitional phenomena, such as the effect of financial deepening on 
growth, which occur while the economy is catching up toward its long term 
growth path. Calibration exercises are still at an eariy stage, but have found 
evidence supporting theories in which financial deepening and growth mutually 
reinforce each other (Townsend and Ueda, 2003). 
Some Caveats for Policies to Promote Financial Development 
If finance does cause growth, then policy makers should promote financial 
development and, at a minimum, as long advocated by McKinnon (1973). But how 
should financial development be promoted? How should the transition away from 
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financial repression be carried out? In practice, liberalizing repressed financial 
markets has not been easy. 
In a number of countries, lax supervision and rudimentary regulation of 
newly liberalized financial institutions, often combined with a volatile 
macroeconomic environment, have led to a proliferation of banl^ ing sector 
problems and numerous systemic crises (Lindgren, Garcia, and Saal, 1996; Caprio 
and Klingbiel, 2003). 
The stock market boom-bust cycles in emerging mai1<ets are more 
pronounced in the early aftermath of liberalization, although the opposite is true in 
the long ain (Kaminsky and Schumukler, 2003). 
While policies to foster financial development by liberalizing financial 
markets can yield substantial benefits in terms of higher growth, financial 
liberalization and institutional refonn should proceed apace. Strong supporting 
institutions, such as appropriate prudential regulation and supervision of banks 
and securities markets, strong creditor rights, contract enforcement, and good 
accounting practices are needed to limit financial fragility. However, an excessive 
emphasis on institution building as a precondition to financial liberalization may 
prevent the process from ever getting started. 
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Chapter 3 
The Financial System in India 
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Introduction 
The objective of this chapter is to present the financial system in India 
and its role in industrial development. In India, the financial system is dominated 
by the banking sector, which has developed over the years and performs a 
prominent role in providing finance to the industries. The commercial banks have 
become the most important institutions for accepting deposits from the public 
and channelising them for financing the industries. This has been possible due 
to a large number of commercial banks and a vast network of branches set up 
throughout the length and breadth of the country. Besides banks, a large 
number of other institutions have been set up to cater to the specialized needs of 
the financial sector. These developments are discussed later in the chapter. 
The evolution and stmcture of financial system have also been brought out in 
this chapter. 
The chapter is arranged in the following way. The first section presents 
the financial system in India. The second talks about the history of banking in 
India, followed by the structure of financial institutions and banks. The next 
section brings out the role of industrial sector in the five-year plans. The last 
section presents the financial sector refomns and summarizes the chapter. 
Financial System in India 
In India, after independence, it was strongly felt that industrialization of 
the country, more so, setting up of industries in the core sector was necessary 
for the overall economic growth. Realizing that the private sector had neither the 
resources, nor the willingness to undertake huge investments, especially in the 
projects envisaging long gestation periods, the government took upon itself the 
task of setting up industries. Large public sector units were thus set up. In 
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addition, the tilt of the government towards Soviet Union led to the pattenn of 
government-led development of the industries. The funds for major industrial 
segments were provided from the Budget, and many projects, specifically those 
providing basic infrastmcture were kept in the domain of the govemment, some 
directly as ministries viz. Railways, Agriculture etc. and others as public sector 
companies viz. SAIL, NTPC, BEL and the like. 
All the above steps were aimed at providing a socialistic pattern of 
society, as enshrined in the Constitution of India. For the purpose of carrying out 
financial activities, including raising of resources and their deployment, a large 
network of banks was set up across the country, which, in addition to the 
borrowing and lending, provided other financial services, as well, according to 
the needs of the time. Bank-based financial system thus emerged in India. 
For the purpose of facilitating industrialization in the country, the 
government developed the following roadmap: 
• Banks were set up to provide short-term working capital to the corporates. 
The govemment earmarked sectors, to which the banks were under 
obligation to lend. 
• Development Financial Institutions (DFIs) were set up to provide medium 
and long-term funds to the industries. 
• Govemment provided cushion to DFIs by way of guarantees and 
concessional sources of funds from Reserve Bank of India. 
• The corporates were allowed to raise the gap in funds from the capital 
market, subject to approvals from Chief Controller of Capital Issues. 
The dominance of Banks in financial inter-mediation in India is reflected 
in the predominant share of banks in the aggregate financial assets of banks and 
financial institutions together and; also in the share of banks in total loans to 
industries. Compared to the market- based system, the bank-based system has 
various advantages, it has the capability to mop up savings from far-flung and 
rural areas, and has similar advantage in lending too. As most of the population 
in India is rural, the banks have been set up even in very remote areas of the 
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country, so that people can deposit their savings, or borrow money from banks 
and not remain dependant on private money lenders alone. Banks not only 
develop rapport with the depositors but also screen and monitored the 
bon^owers, before extending any loans. Thus they can, make superior allocation 
of resources. 
History of Banking in India 
The history of banks in India goes far back, in terms of existence of 
separate agencies engaged in the business of granting loans for various 
purposes, dealing in different negotiable instruments like hundies, bills of 
exchange, discounting future instruments, changing one type of currency for 
another, and for accepting deposits. The business of banking in an organized 
fomri can be traced to Alexander and Company, an eariy agency house that had 
been managing the Bank of Hindustan from 1770s. 
The Banks of Bengal, Bombay and Madras, all of which were 
amalgamated into the Imperial Bank in 1921, and was later nationalized as State 
Bank of India in 1955, performed banking activities. However, they could be 
considered marginal entities from the point of view of the Indian economy as a 
whole. It must be understood that these institutions were not imposed from 
outside in an arbitrary attempt to modemize India's economy, but were called 
forth by the compulsions of imperial finance, or by the felt needs of local 
European commerce. Their evolution was shaped by ideas culled from similar 
developments in Europe and England, and were influenced by changes taking 
place in the structure of the trade and the trading classes in their respective 
locales and also, by the changes in the relations of Indian economy with the 
economies of Europe. To cater to the felt needs of commerce, various services 
like discounting of bills of exchanges, accepting deposits, exchange of cun-ency 
had been started by most of the banks. 
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The Financial Institutions 
In India, there is a two-tier structure of financial institutions. There are 15 
national level institutions called all India financial institutions and 47 state-level 
institutions. This structure has played a catalytic role in promotion of industrial 
development in the country. The role assigned to these institutions is to provide 
iong-tenn finance to the industry, often called term lending. These institutions 
provide a wide variety of financial services to the corporates. They begin with 
preparation of project reports to carrying out market surveys, consolidation of 
database to help in the evaluation of projects and providing tailor made schemes 
for financing the projects, depending on their requirements of industry. These 
institutions have also been running schemes for up-liftment of industrially 
backward areas and for encouraging first generation and technocrat 
entrepreneurs. The financial institutions have set up various subsidiaries, 
specialized institutions, banks, mutual funds and the like, to provide a basket of 
specialised services to the customers. They provide services like rating, transfer 
of shares, infrastructure-financing etc. 
There are six All India Development Banks (AIDBs), two specialised 
Financial Institutions (SFIs) and seven Investment Institutions. At the state level, 
there are 18 State Financial Corporations (SFCs) and 28 State Industrial 
Development Corporations (SIDCs), apart from North-East Development 
Financial Corpn. Ltd. (NEDFi). The six AIDBs are Industrial Development Bank 
of India (IDBI), IFCI Ltd., ICICI Ltd., Industrial Investment Bank of India Ltd., 
(IIBI), Infrastructure Development Finance Company Ltd., (IDFC) and Small 
Industries Development Bank of India (SIDBI). The SFIs consist of Export-
Import Bank of India (EXIM Bank) and National Bank for Agriculture and Rural 
Development (NABARD). The seven Investment Institutions are Life Insurance 
Corporation of India (LIC), General Insurance Corporation of India (GIC), 
National Insurance Company Ltd., New India Assurance Company Ltd., Oriental 
Insurance Company Ltd., United India Insurance Company Ltd., and Unit Trust 
of India (UTI). All the above institutions, along with NEDFi, SFCs and SIDCs 
are grouped as All Financial Institutions (AFIs). 
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The classification, according to the terms of assistance is that, of the 
AIDBs, IDBi, IFCI, ICICI and IIBI provide financial assistance to medium and 
large industries whereas, IDFC exclusively caters to the financial needs of 
infrastructure sector, and SI DEI to needs of small-scale sector. EXIM bank 
finances projects, products and services for exports, builds export 
competitiveness, and is also engaged in import financing. It is also engaged in 
foreign trade guarantee programme, export of consultancy services, and the like. 
NABARD promotes agriculture and mral development. It focuses on micro 
finance expansion, watershed development, and irrigation improvement, 
developing rural non-fami activities for generation of employment and capacity 
building. Among the Investment institutions, LIC deals in life insurance business, 
while GIC and other insurance companies provide general insurance. These 
insurance companies also deploy their funds according to government 
guidelines. UTI mobilizes savings of small investors through sale of units and 
channelises them into corporate investments mainly by way of capital market 
operations. These investment institutions also undent/rite subscriptions and 
directly subscribe to equities. NEDFi provides assistance to projects in the 
seven States of North-East Region. SFCs provide assistance to small and 
medium enterprises and SI DCs cater to medium and large-scale industries in 
their respective States. 
Financial Institutions assume critical role in the providing long-term credit, 
especially in the absence of a well-developed long-term debt market. According 
to the area of operation. The all-India financial institutions comprising of all-India 
Development Banks, specialized financial institutions and investment institutions, 
operate on all-India basis. The major AlFls are the Industrial Development Bank 
of India (IDBI), IFCI Ltd., ICICI Ltd., Industrial Investment Bank of India Ltd., 
(IIBI), Small Industries Development Bank of India (SIDBI), National Housing 
Bank (NHB). National Bank for Agriculture and Rural Development (NABARD), 
Export Import Bank of India (EXIM Bank), Tourism Finance Corpn. Of India Ltd., 
(TFCI), Unit Trust of India (UTI), Life Insurance Corporation of India (LIC), 
General Insurance Corporation of India (GIC) and its subsidiaries and 
Infrastructure Development Finance Company of India Ltd. (IDFC). Other 
59 
institutions comprise Export Credit and Guarantee Corporation (ECGC) and 
Deposit Insurance and Credit Guarantee Corporation (DICGC). The other set of 
institutions that operate at the state levels, consist of state financial corporations 
(SFCs) and State Industrial Development Corporations (SIDCs). The SFCs 
were established under the State Financial Corporations Act 1951. They play an 
important role in development of small and medium enterprises in their 
respective states, in tandem with national priorities. There are at present 18 
SFCs in the country. Likewise, the SIDCs promote medium and large-scale 
industries in their respective States. There are 28 SIDCs in the country. A brief 
profile of these institutions is as follows 
A) ALL-INDIA FINANCIAL INSTITUTIONS 
/. All-India Development Banks 
i) Industrial Development Bank of India. 
The Industrial Development Bank of India (IDBI) was established on July 
1, 1964 under the Industrial Development Bank of India Act. It was a wholly 
owned subsidiary of Reserve Bank of India. In February 1976, its ownership 
was transferred to Government of India, and it was made the principal financial 
institution for coordinating the activities of the institutions engaged in financing, 
promoting and development of industries in the country. IDBI played a very 
important role in developing the industrial base in the country, according to the 
mandate of 'development financial institution' given to it. IDBI provided long-
term finance to the industry, and also looked after the other social objectives of 
the Government viz. balanced industrial growth in the country, development of 
backward areas, modernization of industries, employment generation, 
encouraging first generation and technocrat entrepreneurs, by providing them 
seed capital. IDBI set up various other institutions and helped in development of 
capital market. Over the years, IDBI increased its area of operation by bringing 
in newer segments of industries in its fold and by providing different services to 
the industry. After the financial sector reforms, introduced in 1992, the 
demarcation between the development financial institutions and the commercial 
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banks blurred, subsequently Industrial Development Bank of India Act 1964 was 
repealed in 2004 and IDBI became a deemed banking company, which could 
undertake other banking activities, as well. 
ii) IFCI Ltd. 
It was the first development financial institution set up in the country. It 
was set up in 1948 under the Industrial Finance Corporation Act, as a statutory 
corporation to pioneer institutional credit to medium and large-scale industries. 
In May 1993, IFCI was made a company under the Companies Act, 1956 to 
provide it access to capital mari<et, to meet its financial requirements. IFCI's 
main activities include project finance, financial services and corporate advisory 
services. IFCI has also set up various other specialized institutions, which 
provide custodial and investor services, rating and venture capital services. The 
quality of assets of IFCI has been deteriorating and the government is devising a 
package to restructure the institution, to an-est further deterioration. It has been 
decided by the Government to merge the institution with a bank. 
iii) ICICILtd. 
ICICI Ltd., was set up in 1955 to facilitate industrial development in the 
country, in line with the economic objectives. It provided a range of banking 
products and services to the corporate sector. These services included 
corporate finance, hybrid financial structure syndication services, treasury-based 
financial solutions, cash flow based financial products, lease finance, equity 
financing, risk management tools and advisory services. It played facilitating role 
in consolidation of various sectors by funding mergers and acquisitions. 
Effective May 2002, ICICI Ltd., and its two wholly- owned retail-financing 
subsidiaries were merged with ICICI Bank Ltd. so as to integrate the wholesale 
and retail banking operations 
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iv) Industrial Investment Bank of India Ltd. 
Industrial Reconstruction Corporation of India Ltd. was set up in 1971, 
with the objective of rehabilitation of sick industrial companies. In 1985, the 
company was re-christened as Industrial Reconstmction Bank of India under the 
IRBI Act. The objective being to convert the institution into a full-fledged 
development financial institution. IRBI was incorporated in March 1997 as 
Industrial Investment Bank of India (IIBI) under The Companies Act, 1956. IIBI 
provides a variety of financial products such as project finance, short duration 
non-project asset-backed financing and working capital/ other short-tenn loans to 
companies. IIBI is also being restnjctured in the post-reform era. 
v) Infrastructure Development Finance Company Ltd., 
Infrastructure Development Finance Company Ltd., (IDFC) incorporated in 
1997, was conceived as specialized institution to facilitate flow of private finance 
to commercially viable infrastructure projects through innovative products and 
processes. IDFC's operations were focussed on telecom, power, roads, ports, 
railways, urtjan infrastructure and environment-friendly infrastructure, along with 
food and agriculture related infrastructure. IDFC provides debt and equity 
support, mezzanine structures and advisory services. It encourages banks to 
participate in infrastructure projects through 'take-out' financing for a specific 
tenn and at a preferred risk profile, with IDFC taking out the obligation after a 
specific period. It provides guarantees, which help promoters, raise resources 
from international mari<ets. It is also involved in the process of Government 
policy formation relating to infrastructure. 
vi) Small Industries Development Bank of India 
Small Industries Development Bank of India (SIDBI), was set up in 1990 
under SIDBI Act 1989, as a wholly owned subsidiary of IDBI. It is the principal 
financial institution for promoting and financing development of industry in the 
small-scale sector, and for coordinating functions of institutions engaged in 
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similar activities. SIDBI commenced activities in April 1990 and the outstanding 
portfolio of IDBI to small-scale sector was transferred to it. In 2000, 51.1% of 
IDBI's shareholding in SIDBI was transferred to public sector banks; insurance 
companies and other Govt, owned institutions. SIDBI provides assistance to 
tiny, village and cottage industries through suitable schemes for setting up new 
projects, expansion, diversification, modernization and rehabilitation of existing 
units. It operates schemes for refinance, bills rediscounting, lines of credit and 
other resource support mechanisms through banks and state level financial 
institutions. 
//. Specialized Financial Institutions 
i) Export-Import Bank of India 
Export-Import Bank of India (Exim Bank) was established under an Act of 
Parliament in 1982, as wholly owned Government financial institution, for the 
purpose of financing, facilitating and promoting India's foreign trade. Exim Bank 
offers a range of fund and non-fund based support to enhance the export 
competitiveness of Indian companies. Its main activities include financing 
projects, products and services exports, building export competitiveness, 
promotional programs and financing research and development activities of 
exporting companies. It provides information, advisory and support services to 
enable exporters to evaluate international risks, exploit export opportunities and 
improve their competitiveness. It assists Indian companies in identifying 
technology suppliers, partners and in consummation of domestic and overseas 
joint ventures. It also provides market-driven export-financing solutions for small 
and medium sized Indian exporters. 
11) National Bank for Agriculture and Rural Development 
National Bank for Agriculture and Rural Development (NABARD) was 
established in 1982 under an Act of Parliament, as an apex development bank 
for promotion and development of agriculture and small-scale industries, cottage 
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and village industries, handicrafts, other rural crafts and economic activities in 
rural areas. NABARD refinances institutions like State Cooperative Agriculture 
and Rural Development Banks, State co-operative Banks, Commercial Banks, 
Regional Rural Banks and Scheduled Primary (Urban) Co-operative Banks. It 
provides long-term investment credit to farm sector and medium-term and short-
term credit facilities to SCBs and RRBs for agricultural purposes. It also 
provides short-term refinance to non-farm sector for meeting working capital 
requirements of primary/apex weavers' co-op societies etc. NABARD also 
provides finance for development of non-conventional energy sources. 
/// Investment Institutions 
i) Life Insurance Corporation of India 
Life Insurance Corporation of India (LIC) was established in 1956, as a 
wholly owned corporation of Govt, of India, on nationalization of insurance sector 
in the country. It was set up to spread life insurance concept, particulariy in rural 
areas and to socially and economically weaker sections. Besides insurance 
business, LIC invests a major portion of its funds in Central and State Govt, 
securities, and other securities. In addition, LIC extends assistance to develop 
infrastmcture facilities like housing, rural electrification, water supply and 
sewerage and provides financial assistance to corporate sector by way of term 
loans, underwriting of and direct subscription to shares and debentures. It also 
provides support to financial institutions by way of subscription to their bonds 
and through term-loans. 
ii) General Insurance Corporation of India 
The General Insurance Corporation of India was formed on January 1, 
1973, under the Insurance Act, 1938. It was formed as a holding company, with 
four subsidiary companies (now de-linked) viz. National Insurance Company 
Ltd., The New India Assurance Company Ltd., The Oriental Insurance Company 
Ltd., and United India Insurance Company Ltd. GIC provides various insurance 
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schemes to different sectors. It also provides financial assistance to industrial 
projects by way of term loans, short-term loans and direct subscription to 
shares/debentures of new companies and existing industrial enterprises. In 
2000, GIC was designated as 'Indian Reinsurer" by an Act of Partiament, to 
function exclusively as life and non-life re-insurer. It provides reinsurance 
capacity on a treaty and facultative basis for risl<s ranging from simple to the 
most complex. 
iii) National Insurance Company Ltd. 
National Insurance Company Ltd. was incorporated in 1906, and was 
nationalized in 1973, when 22 foreign and 11 Inflian insurance companies were 
amalgamated with it. It provides customized and innovative insurance solutions 
through a wide range of products. Apart from domestic insurance business, the 
company undertakes reinsurance and overseas operations. It offers financial 
assistance to corporate sector by way of term loans, underwriting and direct 
subscription to shares, debentures and bonds. 
iv) The New India Assurance Company Ltd., 
The New India Assurance Company Ltd., was incorporated in 1919, and 
was nationalized in 1973. As a general insurance company, it pioneered satellite 
insurance. It also undertakes aviation insurance, hull insurance of the shipping 
sector and engineering sector-related insurance. It began overseas operations in 
1920. It is the largest non-life insurer in Afro-Asia, excluding Japan, It provides 
global reinsurance facilities, and provides financial assistance to corporate 
sector by way of term loans, unden/vriting and direct subscription to shares, 
debentures and bonds. 
v) The Oriental Insurance Company Ltd. 
The Oriental Insurance Company Ltd. was established in 1947. It was 
nationalized in 1973. It transacts all kinds of non-life insurance business ranging 
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from insurance cover for very big projects to smallest insurance needs in rural 
areas. It covers large projects like power, petro-chemicals, steel, chemicals etc. 
and has devised special innovative covers for stock brokers etc. It provides 
financial assistance to corporates mainly by way of term-loans and subscription 
to shares, debentures and bonds. 
vi) United India insurance Company Ltd., 
United India Insurance Company was formed in 1973, upon the merger of 
22 private insurance companies. It offers insurance cover of fire, marine, motor 
and miscellaneous sectors. It provides assistance by way of term loans and 
subscription to shares/bonds. 
vii) Unit Trust of India 
Unit Trust of India is the largest mutual fund organization in the country. It 
was set up in 1964, under an Act of the Parliament. It was established to 
mobilize retail savings, invest them in capital market and pass on the benefits 
accrued from acquisition, holding, management and disposal of securities to 
small investors. In addition to equity, debt and balanced schemes, UTI managed 
specific schemes like low-cost insurance cover, regular income and liquidity 
schemes and building up funds to meet the cost of children's higher education. 
With repeal of UTI Act, 1963, UTI has been split in two institutions, one 
comprising all schemes with assured returns and the other with all net asset 
value (NAV) based schemes. 
B) OTHER INSTITUTIONS 
1) IFCI Venture Capital Funds Ltd. 
IFCI Venture Capital Funds Ltd. (IVCF) was originally set up in 1975 by 
IFCI as a Society, canning the name Risk Capital Foundation, to provide 
institutional support in the form of Risk Capital Scheme to first generation 
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professionals and technocrats setting up their own ventures in the medium scale 
sector. In 1988, consequent upon the introduction of Technology Finance and 
Development Scheme, for financing, development and commercialization of 
indigenous technology, RCF was converted into a company viz. Risk Capital and 
Technology Finance Corporation Ltd. (RCTC). In 1991, RCTC undertook the 
management of Venture Capital Unit Scheme III of UTI, with participation from 
IFCI to assist potential high-profit ventures involving innovative products/ 
technologies/services aimed at futuristic or new markets and having 
characteristics of high risk and high return. With increased competition in the 
financial sector, RCTC discontinued its development schemes, and shifted its 
focus to management of venture funds on remunerative basis. RCTC was 
renamed IFCI Venture Capital Funds Ltd., in February 2000. 
ii) ICICI Venture Funds Management Company Ltd. 
ICICI Venture Funds Management Company Ltd. was set up by ICICI Ltd. 
and UTI, as the country's first venture capital finance company in July 1988. 
Subsequently ICICI bought out UTI's stake in 1998 and ICICI Venture became a 
wholly owned subsidiary of ICICI. ICICI venture primarily provides assistance to 
small and medium enterprises, conceived by technocrat entrepreneurs, in the 
fomri of project loans, direct subscription to equity and quasi-equity instmments 
called conditional loan spread across knowledge based sectors like information 
technology, healthcare and services. It also pioneered investments in 
biotechnology, retail and media sectors. 
ili) Tourism Finance Corporation of India Ltd., 
Tourism Finance Corporation of India Ltd. was set up in 1989 on the 
recommendations of the National committee on tourism set up by the Planning 
Commission. It was sponsored by All India Financial/Investment Institutions and 
Banks as a specialized financial institution to cater to the needs of the tourism 
industry so as to ensure funding in tourism related projects. TFCI was 
incorporated as a public limited company. It provides assistance in the form of 
67 
aipee loans, underwriting and direct subscription to shares/debentures, 
equipment leasing and foreign loan guarantee for setting up and development of 
tourism related facilities. Apart from conventional tourism projects in the 
accommodation and hospitality segments, TFCI finances non-conventional 
projects also, like restaurants, highway facilities, travel agencies, amusement 
paries, dolphinaria, multiplexes, rope-ways, car rental services, fenles for inland 
water transport, airport facilities, air taxis and training institutes for hotel 
personnel. 
Apart from the above financial institutions, there exists a well-developed 
structure of banking sector in the country. The banking sector comprises of 
scheduled commercial banks and non-scheduled commercial banks. 
Scheduled commercial banks further comprise of state co-operative banks and 
commercial banks. Commercial banks may be Indian or foreign and regional 
rural banks also fall under this category. Non scheduled commercial banks 
comprise of central co-operative banks and commercial banks. This has been 
brought out as follows: 
Financial Intermediaries 
Banking Sector 
r 
T 
Other Financial Institutions Non-Banking Financial Cos. 
Scheduled Banks Non-Scheduled Banks 
X 
State Co-op Banks Commercial Banks 
Indian 
X 
T 
Central Co-op Banks Commercial Banks 
Foreign Regional 
Rural Banks 
X 
Private Sector Public Sector 
SBI& 
Associates 
Other 
Nationalised Banks 
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structure of Banking Sector in India 
The structure of financial sector comprises of banks, financial institutions 
and non-banking financial institutions. Banks are 'scheduled banks' and 'non-
scheduled al banks' 
The scheduled banks are commercial banks, which conduct the 
business of banking in India and which: 
(a) Have paid up capital and reserves of an aggregate real and 
exchangeable value of not less than Rs. 5 lakhs and 
(b) Satisfy the RBI that their affairs are not being conducted in a manner 
detrimental to the interest of their depositors, are eligible for inclusion in 
the second schedule to the RBI Act, 1934, and when included are known 
as 'Scheduled Commercial Banks' 
"Scheduled Commercial Banks' in India are categorized in 5 different groups 
according to their ownership and/or nature of operations. These bank groups 
are: 
1. State Bank of India and its associates. 
2. Nationalized banks 
3. Regional Rural Banks 
4. Foreign Banks, and; 
5. Other Indian scheduled commercial banks (in the private sector) 
All scheduled banks comprise scheduled commercial and scheduled co-
operative banks, scheduled co-operative banks consist of scheduled state co-
operative banks and scheduled urban co-operative banks. For the purpose of 
categorisation: 
'Rural' includes all centres with population of less than 10,000 
'Semi Urban' includes all centres with population 10,000 to 1,00,000 
'Urban' includes all centres with population 1 lakh to 10 lakh 
'Metropolitan' includes all centres with population 10 lakhs and more 
Population based on 1991 census 
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Role of Industrial Sector under Five-year Plans 
Right since independence, development of industries was accorded a 
very higii priority in the agenda pursued by the government. Industrial policy 
resolutions provided a policy framework, which provided a conducive 
environment for setting up of industries. The Industrial Policy Resolution 1948 
was based on the five-year plans. It specified the industries, which were 
exclusively kept in the domain of the public sector, and those, industries, which 
were to be set up with the co-operation of public and private sectors, and the 
third segment was left exclusively for private sector. The private sector was 
expected to make about 80.3% of total industrial investment during the first plan 
period. 
At the time of the First Five Year Plan, India was facing the major 
problems of: Influx of refugees, severe food shortages and mounting inflation. 
The Worid War-ll and the partition of the country had further caused stress on 
the economy by way of disequilibrium in the balance of payments. The most 
important objective of this plan was to complete works in hand, rehabilitation of 
refugees, providing a base for agronomy by improving the land & tenancy 
system and community development, strengthening through renewal and 
rehabilitation the transportation and communication infrastructure, revival of the 
village, cottage and small-scale industries and initiate a process of all round 
balanced development which could ensure a rising national income and a steady 
improvement in the living standards over a period of time. 
The planning commission fixed an overall outlay for the first Plan, to be 
contributed by private and public sector both, at Rs. 3,870 crore. The public 
sector was to get central backing of Rs. 2,070 crore (53%), and the share of 
private sector was Rs. 1,800 crore (47%). However, the actual public sector 
outlay was eventually Rs. 1,960 crores. 
At the beginning of the Plan, industries held major chunk of production 
assets of economy, which accounted for 43% of it. 96% of these were in the 
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private sector and 4% were in the public sector. Envisaging a crucial role for 
State in the industrial development plan, it was stated that 'it is the best for the 
public sector to develop those industries in which private enterprise is unable or 
unwilling to put up the resources required and run the risks involved leaving the 
rest of the field free for private enterprise'. 
The Second Five Year Plan (1950-61) was based on Mahalanobis model, 
which developed the grov^ parameters in two distinct sectors i.e. investment 
goods and the eariier Harrod-Domar model, of the first plan. Starting form the 
initial two-sector model covering labour and capital inputs, the Mahalanobis 
model developed the basic strategies of the plan. After the success of the first 
five-year plan, which created a sort of economic stability and excellent climate 
leading to achieving the industrial target. It was felt that thrust should be on 
development of heavy and basic industry. The pattem of investment shifted from 
agriculture to industry, and within indu$trial sector, the focus was on capital 
intensive heavy industries, especially steel. 
The Government announced its first ever Industrial Policy in 1956 with 
socialistic pattem of society as the goal of economic policy. Accordingly, the 
second five-year Plan emphasized development of basic and heavy industries. 
The underiying philosophy was to give a thrust to the economy so that it entered 
the take off stage and achieved sustained growth. 
The second plan envisaged an investment of Rs. 7,900 crores with Rs. 
4,800 crore in public sector, and Rs. 3,100 crores in the private sector. Almost 
doubling of public outlay reflected the tremendous score of confidence after the 
success of the first plan. The outlay for public sector was raised from 19.7% 
under first plan to 53.8% in the second plan. 
The Third Five Yea Plan (1961-66), By the time this plan began, the 
planners felt that the economy had entered the 'take-off stage' and that the first 
two plans had generated institutional structure needed for rapid economic 
development. Consequently, the Third Plan set as its goal, establishment of a 
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self-reliant and self-generating economy. Also, the developments during the 
second plan had also shown that the rate of growth in agriculture was important 
to sustain development. Thus, agriculture was given emphasis in the Third Plan. 
At that stage, the country was facing financial crisis, foreign exchange crisis and 
food crisis. The Third Plan set out to achieve a 5.4% annual increase in national 
income, self sufficiency in food grains, optimization of crop production, 
expansion of basic industries like steel chemicals, fuel and power. It also 
focussed on establishment of machine building capacity to promote 
industrialization, increasing employment opportunities and reduction in disparity 
of income and wealth. 
The Third Plan had envisaged an outlay of Rs. 7,500 crores in the public 
sector and Rs. 4,100 crores in the private sector. The total expenditure was 
estimated at Rs. 11,500 crores. As against this, the actual expenditure in the 
public sector was Rs. 8575.5 crores 
The strategy of the third plan was to expand the infrastructure in energy, 
transport and communication sector. As such, these sectors consumed around 
IM**' of the national outlay. During the plan, there were numerous unforeseen 
developments. There was a severest famine in 1965-66, there were two major 
wars, with China in 1962 and Pakistan in 1965. There was also simultaneously 
severe flood and drought condition in different parts of the country. 
During the Third Plan, the emphasis was on public sector, and 
development of heavy and machine making industries. The share of public 
sector in the overall outlay increased from 53.8% to 59.1% and the remaining 
40.9% was to private sector. The Plen sought to ensure that increased 
participation of the private sector did not lead to concentration of economic 
power in the hands of a few individuals and business houses. This was planned 
through effective government control and regulations. 
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Three successive Annual Plans(1966-67 to 1968-69) followed the third 
five-year Plan. These Plans stressed on agriculture. The decade of sixties also 
saw many calamities. The highlights of the annual plans were: 
Outlay (Rs crores) 
Production 
Food Grains(tonnes) 
Steel (tonnes) 
Cement 
1966^67 
2081 
76 
6.4 
11.05 
1967-68 
1246 
95.6 
6.2 
11.5 
1968-69 
2337 
94 
4.7 
11.5 
In the Fourth Five-Year Plan (1969-74), it was felt that licensing and 
controls were necessary for economic growth, so that the resources could be 
directed in the desired direction. It was realized that there was imbalance 
between production and capacity utilization, so full play of market forces in 
various sectors of industry was permitted, The strategy of the fourth plan, called 
the Gadgil strategy, was a new agricultural strategy, including industrial planning, 
and a new policy for both indigenous and foreign trade 
The plan aimed at annual growth rate of 5.5% and to attain self-reliance, 
and the focus was on accelerating the tempo of development in conditions of 
stability and reducing fluctuations in agricultural production and uncertainties of 
foreign aid. 
An aggregate outlay of Rs. 24,882 was assigned for the plan, Rs. 15,902 
crores for public sector and Rs. 7116 crores for infrastaicture sector including 
power, irrigation and flood control and transport & communication. Equal and 
balanced emphasis was laid to the development of agriculture-Rs. 2385 crores 
and industry & mining Rs 3631 crores. 
The Fifth Five-Year plan (1974-79) aimed at poverty reduction. Relative 
share in investment outlay remained same as in the fourth plan. Due to 
concentration on removal of poverty and self-reliance, the eariier additional 
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objectives of 'growth and stability' and 'even distribution of benefits of 
development' were side tracked. The focus was on generation of employment 
through setting up of small industrial units. The outlay for the plan was Rs. 
38,853 crores for the public sector and Rs. 27,050 crore for the private sector. 
The share of industry and mining was 26%%, agriculture 21%, transport and 
communication 18% and social services 17% 
Sixth Plan (1980-85) focussed on effectiveness of planning and the 
stress was on improving efficiency and productivity in industrial sector through 
optimum utilization of existing capacity. The competition between domestic and 
international mari<et were the thrust areas of the Plan. 
The Plan pursued the model of growth of creating employment, 
discouraging concentration of economic power, increasing equality of income 
and wealth and reducing poverty. Household sector and small industries 
generating goods for mass consumption and generating employment were 
encouraged. The thrust was to strengthen the infrastructure for both agriculture 
and industry, so as to create conditions for an accelerated growth in 
investments, output and exports. The other objectives being to provide 
opportunities for employment, especially in the rural sector and the unorganized 
sector, and to meet the basic needs of the people. 
The total outlay for the Plan was Rs. 1,58,710 crores, of which public 
sector outlay was Rs. 97,500 crores and private sector, Rs. 61,210 crores. The 
energy sector was accorded priority, followed by irrigation. Industry was allotted 
an outlay of Rs. 15018 crores. 
Seventh Five-Year Plan (1985-90) focused on attainment of intemational 
competitiveness through increased efficiency and productivity. Public Sector 
outlay was reduced to 26.7% and private sector was encouraged. Domestic 
industrial sectors were opened up for private sector participation and the number 
of industries reserved for small scale sector and for pubic sector was reduced. It 
was acknowledged that Indian economy had made steady progress and it was 
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now possible to move at a faster rate towards the objective of self sust^''^"^^ 
growth with social justice. The focus of the plan was on food, work and 
productivity. The major objectives of the plan were to achieve growth, equity, 
and self-reliance 
The eighth Five-year Plan (1992-97): This Plan was formulated keeping 
in view the process of economic reforms and restructuring of economy. The 
emphasis of the Plan was i) to stabilize the adverse balance of payment scenario 
ii) human development iii) improvement of trade and current account deficit. 
The plan also proposed to facilitate transition from a centrally planned economy 
to market led economy. The target annual average rate of growth of economy 
was 5.6%, whereas the achieved annual growth rate was 6.5%. In the plan, 
manufacturing sector was seen as a vehicle of growth to bridge fiscal gap and 
depletion of foreign exchange reserves. Contribution from manufacturing sector 
was envisaged to be more than agriculture sector. 
The Ninth Five-Year Plan (1997-2002) targeted annual average growth 
rate of 6.5% for the economy as a whole, and a growth rate of 3.9% for the 
agriculture. The key strategy was on targeting high investment rate of 28.2% of 
GDP at market prices and domestic saving rate of 26.1%. To ensure 
sustainable growth, the objectives of the Plan were: Priority to agriculture and 
rural development, with view to generating employment, accelerating the growth 
rate of economy with stable prices, ensuring food for all including the vulnerable 
sections of society, provide basic health care, primary education, shelter, provide 
connectivity, and contain population growth. 
On the economic front. Ninth plan aimed for doubling food production, 
rapid improvement in infrastmcture including social infrastructure, urban 
infrastructure, rural water supply, sanitation and information technology. The 
Plan, in addition to helping market oriented growth of economy laid stress on 
public investment in infrastructure. The total outlay of the Plan was Rs. 8,59,200 
crore, out of which Central Plan outlay was Rs. 4,89,361 crores. The domestic 
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savings and investment rates were pegged at 26.1% and 28.2% respectively. 
The plan proposed investment of Rs. 2171000 cranes, 
Frve Yr Plan 
First Plan 
Second Plan 
Third Plan 
Fourth Plan 
Fifth Plan 
Sixth Plan 
Seventh Plan 
Eighth Plan 
Ninth Plan 
Period 
1951-56 
1956-61 
1961-66 
1969-74 
1974-79 
1980-85 
1985-90 
1992-97 
1997-2002 
Outlay 
Centre States 
1241 00 
2559 12 
3600 00 
8870 00 
19954 10 
47250 00 
95534 00 
247865 00 
489361 00 
828 00 
2240 88 
3725 00 
6606 47 
18265 08 
48600 00 
80698 00 
179985 00 
369839 00 
UTs 
175 00 
425 00 
634 06 
1650 00 
3768 00 
6250 00 
Total 
2069 00 
4800 00 
7500 00 
15902 16 
38853 24 
97500 00 
180000 00 
434100 00 
859200 00 
Source: Planning Commission 
The purpose here is not to chronicle the recommendations of each five-
year Plan, but is only to touch upon the direction of the plans for industrial sector 
and study the history of industrial development policies along with a review of 
functioning of such apparatus. However, in order to understand the implications 
of these policies, for the relative role accorded to corporate sector, it is 
necessary to view them in context of the overall development strategies pursued 
by the Government, particularly in the field of industry. The plan documents 
embody these strategies, and policies which, regulate industrial development in 
the country. 
Financial Sector Reforms 
Although the need for changes in the structure and the economic policies 
that were being followed was felt since the 1980s, nothing radical had been 
done. Only in bits and pieces, certain controls were removed to allow more 
room for the mari<et. On the foreign trade front, certain restrictions on imports 
were also removed, but there was no willingness of making sweeping changes 
across the system. It was the balance of payment crisis in 1990-91, which 
forced the Government to initiate measures, whereby the private sector was 
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accorded larger role and, the Government agreed to transformation, by opening 
up the economy to the private sector and gave up controls, so that Indian 
economy could integrate with the world economy. 
Here we must examine the factors necessitating refonns. This backdrop 
will help in examining the steps, taken in the refomn process, and their effect. 
Due to the war in the Gulf, during 1990-91, a serious balance of payments crisis 
emerged. The government had to sell gold to tide over frie situation. The other 
features of the time were that 
• It was realized that ttiere was systemic problem, particularly with the fiscal 
management, public enterprises and the competitiveness of the industrial 
sector. 
• There was impressive growth rate of 5% in the economy, during the eighties, 
compared to 3 to 3.5% previously. Such growth was financed by 
unsustainable fiscal and trade deficit, and required institutional support to get 
into higher growth path. 
• The policies for the labour were aimed at assuaging the labour in the 
organized sector, which constituted barely 10% of the total labour force. 
However, the remaining 90% of the labour force remained left out. 
• The policies adopted in the public sector and the financial sector did not 
provide for encouragement for performance, and the performers and non-
perfomiers were paid at par. This affected the overall productivity. 
• A parallel economy, called the black money existed which not only adversely 
affected the growth of the economy, but also affected the delivery system. 
• The Public sector, which was being supported through the budgetary 
provisions, was asked to stand on its own feet, as the government itself had 
no funds to spare for them. This left them with no other option than to 
approach the martlet route, whereby many public sector enterprises were 
privatized, or saw the government ownership declining. 
• It was also felt that public sector was less efficient and effective compared to 
private sector, so they needed to have access to latest technology, so as to 
be able to compete with the private sector. 
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The above compulsions forced the government to embark upon the 
process of reforms. 
The main features of the reform process were: 
• The reforms were not aimed at retreat of the State, across the board, 
in favour of the market, but in terms of enhancing the state's capacity 
to permit efficiency gains and expand availability of public goods. 
• The State opened up certain areas, which were purely commercial, 
for the private sector 
• The State increasingly assumed the role of the facilitator and 
regulator rather than being a producer. 
• The pace and the direction of the reforms were towards market 
orientation of the economy. 
• The State also gave larger autonomy to the private sector to take 
decisions, independent of its interference. 
After a short period of the IMF style 'stabilization' with usual package of 
devaluation, temporary import compression and fiscal and monetary 
contraction, accompanied by sharp increase in the interest rates in the 
economy, the main focus of the reforms was confined to 'stmctural adjustment'. 
The liberalization of the industrial and financial sector envisaged deregulation of 
the capital markets and banks, interest rates, withdrawal of directed credit and 
subsidies, and; encouraging strict income recognition nonms and allowing 
foreign capital. 
In India, State played active role in developing the financial system, by 
way of nationalization of banks, insurance companies and promoting 
Development Financial Institutions (DFIs) and regulating capital markets, so that 
sufficient funds could be raised to meet the financial needs of the industrial 
sector. Increase in external financing relative to internal financing had been 
facilitated due to State's role in development of financial system. 
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During the eighties, the debt-equity ratio for corporates was very high, 
due to dependence of firms on banks and financial institutions for their 
requirement of funds, rather than equity marKet. It could also be attributed to 
restrictions on raising equity, which included the whole gamut of pennissions and 
approvals required for issue of shares in the primary market. This coupled with 
high corporate tax rates, deterred corporates from using the equity route. Lack 
of depth of capital market furthered this. 
The financial sector reforms in India were set rolling on the 
recommendations of the Committee on the Financial System, headed by Shri M. 
Narasimham, which was constituted by Reserve Bank of India. The committee 
identified the following weaknesses of the financial system in India. 
• The banks were forced to adhere to the Statutory Liquidity Ratio, i.e. 
a portion of their deposits were to be necessarily invested in the 
government guaranteed papers. This was in addition to high cash 
liquidity ratio, ranging between 12 to 15%, i.e. the proportion of 
deposits, which the banks were required to keep in cash with 
themselves. 
• The rate of interest paid on the government paper was lower than the 
market determined rates of interest, thus raising the cost of borrowing 
of the banks. 
• A substantial part, upto 40% of the bank credit was directed towards 
priority sector. 
• Interest rates were regulated; thus bank managements had little 
control over the profitability, except costs. A substantial portion of the 
costs, i.e. the salaries of the employees was also arrived at after 
negotiations with the government. 
• The committee felt that directed credit policy failed to serve the 
purpose because the interest rates charged by the banks for more 
risky projects was even less and further priority sector lending, 
deteriorated the health of the banks. 
• The interest rates were also very rigid and not related to market 
norms. 
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• The capital structure of Indian banks was also a cause of cOf^^^ 
with net worth of the banks was low at 1-2 percent of the advances. 
• Many banks followed the accmal system of accounting for income 
recognition. This also included non-performing advances, for which 
adequate provisioning was not made. 
• The committee recommended income recognition nonns of Basle II to 
be followed. 
The following steps were taken pursuant to the implementation of 
recommendations of the Committee 
• For deregulation of the financial sector, phasing out of directed credit, 
lowering SLR, deregulation of interest rates etc, were introduced. 
• This resulted in abolition of the office of Controller of Capital issues, 
free pricing of equity. 
• In the banking sector, SLR was reduced from 38% in 1991 to 25% in 
1996. 
• The interest rates have been freed. 
• New income recognition nonns have been enforced. The new norms 
on NPAs were announced. 
• The public sector banks have been recapitalised with capital 
adequacy ratio close to 8%. 
• A significant change in the sources of funding of DFIs. The funds 
from RBI's NIC (LTO) cut off. The DFIs have been asked to engage 
in 'universal banking". 
• The government reduced import duties, and allowed most products to 
be imported into the country. 
• The quota system was phased out 
• Import of gold permitted to reduce smuggling. 
• The foreign direct investments liberalized. Automatic approvals 
granted to foreign investment upto 51% of equity in 53 industries. 
Large public companies encouraged for floating shares overseas. 
The inflows of capital accounts surged. 
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In the recent past, changes in economic policies in India in the ig80s and 
1990s have redefined in direction of development strategies. In the changed 
milieu, private corporate sector vi^ ithin industrial sector has been accorded a lead 
role in the grov\rth process of the economy, since it was felt that investment 
activity of corporate sector controls the economic performance of the country. 
Like many developing countries, India, also with a view to channel resources into 
desired investment, exercised control over financial system for a long time. It is 
however, also held that control not only depresses savings but also leads to 
inefficient allocation of resources (Mc Kinnon 1973, Shaw 1973, W. Bank 1989) 
Up to 1991, the Govemment pursued the path of facilitating 
industrialization in the country. Reserve Bank of India, provided, cheap sources 
of funds to the financial institutions, by way of National Investment Credit-Long 
Term Operation NIC (LTO) funds, for onward lending for industrial purposes. 
Banks were also required to maintain Statutory Liquidity Ratio (SLR), a portion of 
deposits received by them, were to be necessarily invested with financial 
institutions like Industrial Development Bank of India (IDBI), because the boncjs 
issued by these institutions qualified for such purpose. The Govemment also 
guaranteed the loans raised by IDBI. The purpose of such arrangement was to 
provide large funds at a cheaper rate to the financial institutions, so that these 
funds could be channeled for industrial development of the country. 
The Development Financial Institutions were set up in the first place, 
because it was felt by the govemment that such institutions were necessary to 
fulfill the social objectives of the govemment viz. industrialization of the country, 
development of industrially backward areas, creation of employment 
opportunities, development of infrastructure facilities like roads, ports, telecom 
and electricity. 
Reforms In Practice 
The practical experience with financial sector deregulation was far from 
happy and the assumptions of Nargsimham committee were found wanting. The 
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assumption that the financial repression and dependence of Government on 
resources of banking sector, raised the cost of capital to private sector, and as 
such private sector was 'crowded out' of the credit market, did not hold ground. 
Secondly, integration of the different segments of financial markets was 
supposed to lead to lower cost of bon^ owing and more efficient allocation of 
resources, but many public sector banks still had large NPAs. In some cases, 
huge NPAs wiped out the entire capital and net-worth of several banks. 
As the RBI's long tenn funds were dried up, the DFls had to bon'ow 
money by sale of bonds, but the rates of these were very high i.e. 16 to 18% p.a, 
whereas, the Narasimham committee had recommended that the administered 
rates were already, very high compared to market rates, and freeing them would 
lead to lowering these rates, but even after introduction of refonns, the interest 
rates rose. Further, despite easy liquidity in the banking system in light of inflow 
of foreign capital, the investments in the govemment securities did not decline, 
even though these investments offered very low spread, because these 
investments were considered safe. 
During the first phase of reforms in 1991-93, the surge for higher profits 
encouraged many banks to divert funds to the then booming stock markets, but 
after the bubble burst, the banks were left high and dry. The real interest rates 
both for working capital as well as for long-term projects rose. EPW Research 
foundation observed that The reported reduction of PLRs of the banks and 
financial institutions have been only symbolic. In deference to the authorities' 
preference and RBIs moral suasion for having lower interest rates in the 
economy, the major nationalized banks reduced their PLR by 0.5 percent, to 16 
percent., the FIs like IDBI also reduced it to 16%, but many banks refused to 
reduce PLRs. Secondly, almost all banks and FIs had their model rates at about 
20-22 percent, which was far higher than their PLRs. In fact, FIs breached their 
implicit agreement to limit the upper end of their lending rate structure to 4 
percent points over their PLR and have began lending, at around 22 percent'. In 
other words, not only did the cost of bank finance rise sharply after the refomis, 
the availability of credit to private sector was severely curtailed. Bank loans as 
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proportion to total domestic financing to commercial sector declined from high of 
60% in 1988-89 to a low of 37% in 1993-94. Hence, the banking refomis 
resulted in a peculiar situation, where banks hitherto confined to working capital 
credit, were unable or unwilling to lend to corporate sector, while the DFIs were 
short of funds and competing with retail banks to mobilize resources. Banks 
continued to invest in Government securities with total investment still close to 
40% of their total advances, whereas DFIs could lend only at higher rates. 
Even after liberalization of foreign capital, substantial part of these were 
from GDR issues by the Indian corporate sector. Only 28% of the funds raised, 
were used for capital equipment and of the balance, 17% were used to reduce 
high cost domestic borrowings. The balance was used as short-term investment 
in the money and capital markets (IMF, 1995). 
Despite low inflation rate, the interest rates have remained high largely to 
prevent large outflows and erosion in the value of the rupee. The flow of credit 
to the industry has declined and many finns find it difficult to raise funds to tide 
over short-temn difficulties. Sharp increase in long-temn interest rates has led to 
slow-down in investment and industrial grovirth. After reaching 12.8% in 1995-
96, the industrial growth slowed to 5.6% in 1996-97. 
The objective of the recommendations of the Narasimham Committee, 
was to make the financial sector in India, more efficient as well as put an end to 
so-called 'financial repression' that held back the growth of the economy. The 
committee submitted its first report in November 1991, and recommended 
liberalization of financial sector. 
The financial sector refomns were considered necessary, in order to allow 
the capital markets to develop. It was suggested that the pattern of developed 
countries could be copied in India and the role of stock martlet, as compared to 
the debt-mari<et could be enhanced. This was supposed to have a positive 
effect on financing of corporates. 
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The capital market development also aimed at correcting the debt-equity 
imbalance, so that a state of prudentially desirable debt-equity ratio could be 
attained. Higher debt-equity ratio not only meant a fixed outflow of funds, but 
also created hindrance in raising further debt because most of the banks and FIs 
insist on a debt-equity ratio where debt should not exceed 50% of the total 
finances. The FIs also insist that the contribution of funds by the promoters and 
their associates should be more, as it leads to greater involvement of the 
promoters in the project. But, due to absence of developed and free stock 
market, less amount was raised form the market, and equity constituted a small 
proportion of total funds. Development of stock markets, not only provides 
additional funds, but also, an opportunity to the investors to increase equity 
component in their overall investment portfolio. During the martlet boom in 
nineties, the debt-equity ratio declined sharply due to dependence of corporates 
on equity, but besides the initial spurt, the contribution of stock market remained 
quite low 
The other recommendations of the Narasimham Committee were that, 
post liberalization, there was no role for DFIs in the country and that in a free 
market environment, and provision of cheap credit to industry was no longer 
necessary, so the DFIs were also not necessary. Competition was the order of 
the day. Further, committee on 'Harmonizing the role of DFIs and commercial 
banks' (chairman S.H. Khan), also recommended that DFIs should be converted 
into banks or Non-Banking Financial Companies (NBFCs) 
It was recommended that since, banks were raising money from public, 
and lending it for industrial purposes along with other activities, DFIs should also 
do the same wori< and the wedge between the roles assigned to banks and that 
to FIs should be filled up, by allowing a level playing field to both banks and 
DFIs. The banks were also allowed to do term lending for industry, which till 
then was in the exclusive domain of FIs. Further, in order to facilitate conversion 
of FIs into banks, they were allowed to raise cheaper sources of funds, by 
pemriitting them to do retail business viz. opening current accounts, savings bank 
accounts of small investors, and the like. The demarcation between the role of 
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FIs and the banks was removed. In the process, Industrial Finance Corporation 
of India and Industrial Reconstruction Bank of India were corporatised as IFCI 
Ltd. and Industrial Investment Bank of India Ltd. (IIBI Ltd.) respectively in 1993 & 
1997 and Industrial Development Bank of India as Industrial Development Bank 
of India Limited in 2004. 
Though both IFCI and IIBI are on the verge of bankruptcy and financial 
collapse, Government set up Stressed Assets Stabilization Fund, with a corpus 
of Rs. 9,000 crore so that IDBI Ltd. could clean-up its balance sheet of the huge 
NPAs, and transfer its stressed assets to this fund, before converting into a bank. 
As a part of overall reform process in India, market forces increasingly 
govern the decision about quantity of funds to be raised the allocation of funds, 
which has implications on availability and cost of funds, and also decide the pace 
of investments. 
In the reforms measures great emphasis was placed on broadening of 
equity mari<et and removing controls. In terms of issue of shares and their 
pricing, it was intended to promote trend towards equity financing. However 
contrary to expectations, this did not have desired impact on investments (capital 
fonnation) and, this change in financing practice, rather became more of a drag 
on investments. What went wrong? Tobin says that fundamental valuation 
efficiency, one of the important parameters to judge the efficiency of financial 
system did not improve due to adverse selection and information failure. The 
relative cost factor, the driving mechanism of martlet based system was not in 
operation and made it inefficient. 
The inefficiency in capital market during the transformation phase, 
stresses the need for government intervention in initial years. The steps include 
evolving country standards, regulating of insider trading, strengthening fraud 
laws, and improving investor protection so that funds from equity could be an 
important additional source of funds that could improve efficiency of the financial 
system. 
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The relationship between finance and investment provides a framework 
for understanding the financing practices of corporate sector. This study explores 
the relationship between finance and industrial growth in an integrated manner in 
the Indian context. More specifically, the study is critical of the financing patterns 
of private sector in India and its implications for the industry. The need for such 
a study seems relevant both for the theoretical and policy implications, 
particularly in the context of changes that have taken place after the reforms. 
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Chapter 4 
Sources and Deployment of Funds 
Chapter 4 
Sources and Deployment of Funds 
This chapter covers both the demand and supply of credit to the 
industrial sector in India, over a period of time. The first section covers the 
supply of credit to the industry, analyzing vvhether there has been any change in 
the components of supply of credit, especially in wake of reforms. To begin 
with, a comparison during the past two decades is made with similar economies, 
in temns of growth in GDP and the growth in other sectors of economy viz. 
agriculture, industries and services. Thereafter, the flow of credit to food sector, 
non-food sector and the aggregate flows, with their respective growth rates is 
presented, to know the pattern of flow of funds from commercial banks to these 
sectors. A further break-up of flows of funds to priority sector, agriculture sector, 
small-scale industries sector is tabulated. This is find out that how much of 
funds goes to these sectors, as per stipulations of the Reserve Bank of India, 
because only the remainder of funds is left with the commercial banks to be lent 
to other sectors. In the next table, the amount advanced by commercial banks 
to industry, trade and exports is compiled. The section proceeds with the cost of 
funds to the industry. Thereafter, the borrowing rates and lending rates of 
commercial banks are presented to enable a comparison between the two, over 
a period. 
In addition to directing the flow of credit to the desired sectors, called 
priority sector lending, the government also regulates the quantum of credit 
created by the banks. This is done, by making changes in the Cash Reserve 
Ratio (CRR) i.e. the proportion of deposits, which the banks have to maintain 
with themselves in cash and, the Statutory Liquidity Ratio (SLR), i.e. the 
proportion of deposits, which have to be necessarily invested in government 
approved securities. These ratios for the period 1966 to 2000 are presented in 
Table 4.4. 
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In the next section, the demand for credit is studied. A break-up of 
sources of funds of corporates is presented i.e. the composition of funds raised. 
The proportion of funds coming from internal sources and its constituents; the 
funds coming from external sources, the funds raised from debt, the proportion 
of funds raised from equity and a theoretical framework are presented. The final 
section presents the observations of the analysis, in terms of effects of policies 
and plans on the components of finance, over a time period. 
The trends show that after the initial spurt in performance of industrial 
sector during 1992-93 to 1996-97, there was a slack during the second phase of 
reforms i.e. from 1997-98 to 2002-03. Comparing the figures with select mari^ et 
economies, India's average real GDP growth was quite favorable. However, a 
distinct feature was that unlike India, the growth in other major economies was 
led by industrial sector rather than the services sector. 
In India, the growth in services sector was the greatest, whereas in most 
developing economies, growth was led by the industrial sector. The figures 
show that, GDP grew from and average annual growth rate of 5.8% during 
1980-90 to 6.0% in 1990-2000 (Table 4.1). The agriculture and the industries 
sector registered a decline during the period whereas services recorded growth. 
Table 4.1 
Growth Perfomiance in Select Emerging Market Economies 
Year 
Col. 
Argentina 
Brazil 
China 
India 
Indonesia 
Malaysia 
Mexico 
Thailand 
Source: W 
GDP 
1980-
1990 
1 
-0.7 
2.7 
10.1 
5.8 
6.1 
5.3 
1.1 
7.6 
orid Dev( 
1990-
2000 
2 
4.3 
2.9 
10.3 
6.0 
4.2 
7,0 
3.1 
4.2 
slopmeni 
Agriculture 
1980-
1990 
3 
0.7 
2.8 
5.9 
3.1 
3.6 
3.4 
0.8 
3.9 
Indicate 
1990-
2000 
4 
3.4 
3.2 
4.1 
3.0 
2.1 
0.3 
1.8 
2.1 
rs 2002. 
(Annual Average growth rate percent) 
Industries 
1980-
1990 
5 
-1.3 
2.0 
11.1 
6.9 
7.3 
6.8 
1.1 
9.8 
World E 
1990-
2000 
6 
3.8 
2.6 
13.7 
6.4 
5.2 
8.6 
3.8 
5.3 
ank 
Services 
1980-
1990 
7 
0.0 
3.3 
13.5 
7.0 
6.5 
4.9 
1.4 
7.3 
1990-
2000 
8 
4.5 
3.0 
9.0 
8.0 
4.0 
7.2 
2.9 
3.7 
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The major components of flows of funds are the funds from commercial 
banks, and those from financial institutions. Of these funds, financial institutions 
lend mainly for industrial purposes, whereas, specialized institutions like 
National Bank for Agriculture and Rural Development (NABARD), cater to 
agriculture and allied sector and Export-Import Bank of India (Exim Bank), 
focuses on export promotion schemes. In the first section, an analysis of the 
funds from commercial banks is made. 
The credit made available by the commercial banks during 1980 to 2002 
is bifurcated as food credit and non-food credit (Table 4.2). In column 1 and 2 of 
the table, the amount of loans advanced by commercial banks to these two 
sectors is shown, whereas column 4 and 5 show the percentage change in 
credit to these sectors, over the previous year. Column 3 shows the figures of 
total credit and column 6 shows the % change in total credit over the previous 
year. The table provides a comparison of food-credit and non-food credit, over 
the figures of the previous years, as also for figures of the total credit. In the 
table, non-food credit comprises mainly the funds lent to industries. 
The composition of funds lent by commercial banks was as follows: food 
credit was Rs. 1759 crores during 1980-81, which rose to Rs. 6788 crores in 
1992-93 and to Rs. 53,978 crores in 2001-02. There was a constant rise in 
flows of funds to food sector barring a dip during 1995-96 and 1996-97, when a 
decline of 20.2% and 22.4% respectively, was recorded. Non-food credit was 
Rs. 23,612 crores in 1980-81, Rs. 1,48,050 crores in 1992-93 and Rs. 5,35,745 
crores in 2001-02. The credit to non-food sector, from commercial banks grew 
constantly, though in terms of % age, there was slightly lower growth during 
1990-91 and 1993-94. The growth in credit to food sector was most pronounced 
in 1989-90 over 1988-89, which was 142%. For the non-food sector, highest 
recorded growth, over the previous year was during 1994-95 (26.8%). The off-
take of finance for food sector during 1988-89 could thus be termed as outlier. 
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Table 4.2 
Scheduled Commercial Banks: Total Credit 
Year 
Col. 
1980-81 
1981-82 
1982-83 
1983-84 
1984-85 
1985-86 
1986-87 
1987-88 
1988-89 
1989-90 
1990-91 
1991-92 
1992-93 
1993-94 
1994-95 
1995-96 
1996-97 
1997-98 
1998-99 
1999-2000 
2000-01 
2001-02 
Food Credit 
(Rs. Crore) 
1 
1759 
2127 
2965 
4022 
5665 
5535 
5104 
2190 
770 
1867 
4506 
4607 
6788 
9105 
12275 
9791 
7597 
12485 
16816 
24926 
39762 
53978 
Non-food 
(Rs. Crore) 
2 
23612 
27555 
32528 
37272 
43288 
54410 
58204 
67899 
86048 
103583 
111795 
126913 
148050 
157217 
199285 
244224 
270804 
311594 
352021 
429143 
489510 
535745 
Total Credit 
(Rs. Crore) 
3 
25371 
29682 
35493 
41294 
48953 
59945 
63308 
70089 
86818 
105450 
116301 
131520 
154838 
166322 
211560 
254015 
278401 
324078 
368837 
454069 
529272 
589723 
Food Credit 
(% change) 
4 
-16.2 
20.9 
39.4 
35.6 
40.9 
-2.3 
-7.8 
-57.1 
-64.8 
142.5 
141.3 
2.2 
47.3 
34.1 
34.8 
-20.2 
-22.4 
64.3 
34.7 
48.2 
59.5 
35.8 
Non-food 
(% change) 
S 
21.4 
16.7 
18.0 
14.6 
16.1 
25.7 
7.0 
16.7 
26.7 
20.4 
7.9 
13.5 
16.7 
6.2 
26.8 
22.6 
10.9 
15.1 
13.0 
21.9 
14.1 
9.4 
Total Credit 
(% change) 
6 
17.8 
17.0 
19.6 
16.3 
18.5 
22.5 
5.6 
10.7 
23.9 
21.5 
10.3 
13.1 
17.7 
7.4 
27.2 
20.1 
9.6 
16.4 
13.8 
23.1 
16.6 
11.4 
Source: RBI Bulletin, (various issues) 
Having studied the composition of bank credit on the basis of food and 
non-food sector, it needs to be seen that, of the non-food sector, how much 
funds were deployed in the priority sector and how much for small and medium 
scale industries, wholesale trade and, exports. There was a shift in the structure 
of disbursements of scheduled commercial banks during the 1990s. There were 
changes in the composition of sources of funds available to organizations, as 
well as, demand for finances. The expansion and improvement of debt market 
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provided wider choice of sources of finances. This led to diminished role of 
banks in terms of channelising savings to investment. 
Table 4.3 
Year 
Col. 
1980-81 
1981-82 
1982-83 
1983-84 
1984-85 
1985-86 
1986-87 
1987-88 
1988-89 
1989-90 
1990-91 
1991-92 
1992-93 
1993-94 
1994-95 
1995-96 
1996-97 
1997-98 
1998-99 
1999-
2000 
2000-01 
2001-02 
Sc 
Sectoral Deployment of Non-Food Gross Bank Credit (Outstanding) 
(Rupees Crores) 
Priority 
Sector 
1 
8504 
10676 
12322 
14899 
18409 
21566 
25050 
29070 
34219 
40383 
42915 
45425 
49832 
53880 
64161 
73329 
84880 
99507 
114611 
131827 
154414 
175259 
)urce: Re 
Of which 
Agrlcutture 
2 
3584 
4615 
5275 
6144 
7660 
9058 
10570 
12009 
13950 
16526 
16750 
18157 
19963 
21208 
23983 
27044 
31442 
34869 
39634 
44381 
51922 
60761 
serve B, 
Small Scale 
Industries 
3 
3229 
3901 
4486 
5447 
6612 
7816 
9108 
10820 
13135 
15543 
17181 
18150 
20026 
22617 
27638 
31884 
35944 
43508 
48483 
52814 
56002 
57199 
^nkoflndi 
Industry 
(Medium 
& 
Large) 
4 
9960 
11155 
13276 
14621 
15939 
18422 
21356 
25153 
32185 
38262 
44508 
47090 
58636 
57865 
74672 
93053 
102604 
117530 
130516 
147319 
162837 
172324 
a Bulletin 
Wholesale 
Trade 
Export 
credit 
(other than food 
procurement) 
5 
1994 
2198 
2353 
2343 
2649 
3066 
3080 
3598 
4767 
5472 
5910 
6154 
6969 
7330 
9749 
11980 
12340 
13217 
13964 
16818 
17845 
20459 
s- (variOL 
6 
1640 
1796 
1726 
2041 
2335 
2409 
3146 
3917 
6141 
8245 
9186 
10294 
15356 
17086 
25051 
29590 
30008 
33947 
35891 
39118 
43321 
42978 
IS issues) 
Net bank 
Credit 
7 
59419 
65968 
79234 
95132 
109298 
117443 
141800 
152501 
192424 
228198 
245999 
297265 
339477 
398205 
467206 
535063 
Non-food 
Gross 
Bank 
Credit 
8 
23045 
27035 
31527 
36399 
42291 
49678 
57465 
68070 
84959 
100665 
113513 
121335 
140396 
146950 
184710 
222069 
251394 
287798 
325196 
375127 
429162 
482749 
Statistics show that the lending of scheduled commercial banks to the 
industrial sector remained at 48-49% of the total lending during 1990-2002 
(Table 4.3). This needs some analysis, considering that there was a sharp rise 
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in industrial investments and production during tliis period. The sliarp increase 
in investments was partly due to dismantling of controls and licenses, 
liberalization of capital markets that facilitated flow of capital, both Indian and 
foreign, to enterprises. Also, new enterprises and the existing ones raised 
finances largely by tapping the household savings directly through primary 
capital markets. The public offers of equity were more attractive than bank 
borrowings. The initial public offers and rights issues further reduced 
dependence of enterprises on bank borrowings and even borrowings from 
financial institutions. 
Another feature that emerges is, that the role of commercial banks in 
financing industries reduced, in spite of the fact, that they were permitted to 
provide long term capital to the industries, which was, prior to this, in the 
exclusive domain of financial institutions. The share of scheduled commercial 
banks in loans to industries remained low, despite boom in industrial 
investments. The flow of finances to medium and large industries has gone 
down from 43.2% of non-food gross bank credit in 1980-1981 to 35.6% 
in 2001-02. 
Reserve Bank of India, in its monetary policy, varied Cash Reserve Ratio 
(CRR) and Statutory Liquidity Ratio (SLR), from time to time. CRR was 
intended to be used as an instrument to contain liquidity growth in exigency, 
whereas, SLR was to impose financial discipline on banks and provide 
protection to depositors. Over a period, these ratios were raised to sub-serve 
the policy objectives of the Government. In 1985, these ratios were 9% and 
37% respectively but in 1991, the CRR & SLR on incremental basis reached a 
level of 63.5%. In addition, the priority sector lending was kept at 40% of the 
loans, besides other pre-emption of export credit and food credit. This did not 
leave even 36.5% of the funds collected by banks, vA)\ch they could lend, 
according to their own commercial policy. From the changes in CRR and SLR 
from 1980 onwards (Table 4.4), we see that when CRR and SLR were raised, 
the bank rate increased and the credit-deposit ratio fell. However in contrast. 
92 
when the CRR & SLR were reduced, bank rate did not fall and the credit-deposit 
ratio did not rise correspondingly. 
Table 4.4 
Movements in Monetary Instmments & 
Credit deposit 
Years 
1966 
1969 
1971 
1976 
1981 
1986 
1991 
1992 
1993 
1994 
1995 
1996 
1997 
1998 
1999 
2000 
CRR 
(2) 
3 
3 
3 
4 
6 
9 
15 
15 
15 
14 
15 
14 
10 
10.25 
10.50 
8.5 
ratio of scheduled commercial banks (1966-99) 
SLR 
(3) 
25 
25 
28 
33 
34 
37 
38.5 
38.5 
37.25 
34.75 
33.75 
33.75 
33.75 
25 
25 
25 
TOTAL 
(2+3) 
28 
28 
31 
37 
40 
46 
53.5 
53.5 
52.25 
48.75 
48.75 
47.75 
43.75 
35.52 
35.50 
Bank Rate 
(5) 
6 
5 
6 
9 
9 
10 
10 
12 
12 
12 
12 
12 
12 
10 
8 
Credit-
Deposit 
ratio 
(6) 
77.57 
78.29 
79.31 
76.84 
66.79 
65.65 
60.40 
54.43 
56.59 
52.17 
54.69 
58.55 
55.06 
54.15 
51.66 
Source: Reserve Bank of India Bulletin (various issues) 
Since the banking sector, was within the control of government, credit 
creation was controlled through changes in CRR, SLR and Bank Rate. The 
impact of these factors was; 
1. If reserve requirements were increased, it would reduce overall 
resources available to commercial banks and vice-versa. 
2. Any increase in priority sector lending would reduce the proportion of 
credit flows to medium and large industries. 
3. The operation of Tandon & Chore Committee recommendations, 
specific to industries, reduced the supply of finance. 
According to the recommendations of the Tandon Committee, set up by 
the Reserve Bank of India in 1975, every borrower was required to contribute a 
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minimum of 25% to working capital gap, with effect from August 1997. Tlie 
working capital gap is the difference t)etween total current assets and the total 
current liabilities, other than bank borrowings from long term funds (RBI 
Bulletin, Aug. 1975). This was further amended as per the recommendations of 
Chore Committee set up by Reserve Bank of India in 1979. These 
recommendations warranted that, from December 1980, the borrowers should 
finance 25% of the total cunrent assets from their own long-term funds (RBI 
Bulletin, Dec 1980). 
The purpose behind regulating CRR and SLR by Reserve Bank of India 
was to ensure safety of the funds of investors, and also to contain inflationary 
pressures in the economy. This was in addition to directing a certain 
percentage of deposits for the socially desired sectors. In commercial terms, 
compliance with these requirements hardly left any funds with banks to earn 
profits. Realizing this, Reserve Bank of India gradually lowered the SLR and 
CRR, and these were together brought to 34%. This led to releasing nearly 
20% of the funds for deployment, as decided by the banks. 
In a study examining the implications of raising SLR on deposits of bank 
resources [Rao (1980)], it was estimated that between March 1979 and March 
1980, if SLR were raised by 1%, it led to increase in investment of scheduled 
commercial banks, in approved securities by 3.8%, with a decline in non-food 
gross bank credit by 2.2%. 
The interest rates charged by the major all India financial institutions and 
the State Financial Institutions (SFCs) during the period 1980 to 2003 (Table 
4.5) show that the rate of interest being charged by the major financial 
institutions viz. IDBI, IFCI, IIBI and ICICI, peaked during 1990-91. The interest 
rates were around 14% in 1980-81, and rose to the band of 18-20% in 1991-92 
but gradually declined during the second half of the 1990s. This trend continued 
during the first half of the next decade as well, and the interest rates fell even 
below the level, that was prevalent during the eariy 1980s. 
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As the funds provided by the all-India financial institutions and the State 
level financial institutions comprise neariy the entire component of loan, to the 
industries, besides the amount lent by commercial banks for industrial purpose, 
the rates charged by these institutions show the cost of finances to the 
industries. The rates at v\/hich funds are advanced by these institutions are 
temried as Prime Lending Rate. 
Table 4.5 
Year 
Col. 
1980-81 
1981-82 
1982-83 
1983-84 
1984-85 
1985-86 
1986-87 
1987-88 
1988-89 
1989-90 
1990-91 
1991-92 
1992-93 
1993-94 
1994-95 
1995-96 
1996-97 
1997-98 
1998-99 
1999-2000 
2000-01 
2001-02 
Source 
Prime Lending Rates of Tenn Lending Institutions 
^Percent per annum) 
IDBI 
1 
14.0 
14.0 
14.0 
14.0 
14.0 
14.0 
14.0 
14.0 
14.0 
14,0 
14.0-15.0 
18.0-20.0 
17.0-19.0 
14.5-17.5 
15.0 
16.0-19.0 
16.2 
13.3 
13.5 
13.6-17.3 
14.0 
11.5 
Reserve Bar 
IFCI 
2 
14.0 
14.0 
14.0 
14.0 
14.0 
14.0 
14.0 
14.0 
14.0 
14.0 
14.0-15.0 
18.&-20,0 
17.0-19.0 
14.5-17.5 
14.5-18.5 
16.0-20.0 
15.0-19.5 
14.5-18.0 
13.5-17.0 
13.5-17.0 
13.0 
12.5 
Ik of India Bui 
ICICI 
3 
14.0 
14.0 
14.0 
14.0 
14.0 
14.0 
14.0 
14.0 
14.0 
14.0 
14.0-15,0 
18.0-20.0 
17.0-19.0 
14,5-17.5 
14.0-17.5 
14.0 
16.5 
14.0-14.5 
13.0 
12.5 
12.5 
12,5 
etin (various 
IIBI 
4 
9.2 
9.2 
12.5 
12.5 
12.5 
12.5 
12.5 
14.0 
14.0 
14.0 
14.0-15.0 
18.0-20.0 
18.5-21.0 
14.5-17.5 
14.5-17.5 
15.5-18,5 
17.0 
12.5-13.5 
14.0 
13.3 
11.5 
issues) 
SFCs 
5 
12.0-16.0 
11.25-14,0 
12,5-17,0 
14.0-18.0 
14.0-20,0 
11.5-16,0 
11,5-16,5 
11,5-16.5 
11.5-16.5 
11.5-16,5 
9,0-20,0 
9.0-20.0 
11.5-20.0 
11.&-20.0 
12.0-13.5 
12.0-13.5 
12.0-27.5 
12.0-18.0 
12.0-18.5 
12.0-18.0 
9.7-17.0 
10.2-16.7 
Next we move to the rates of interest at which banks have been raising 
money and the rates at which these funds have been deployed (Table 4.6). The 
difference between these two rates, which is termed as 'spread', is the earning 
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for the banks. We know that banks pay higher interest for investments of longer 
tenure and less for shorter period i.e. the interest rates are commensurate with 
the period of investment. 
During the period 1980-81 to 2001-02, the interest rates peaked in 1991-
92. This was the period when the borrowing rates were phenomenal. The 
bon'owing rates of commercial banks, for 1-3 year deposits were 12%, and that 
of 3 to 5 years maturity was 13%. Similariy, the lending rates of IDBI also 
peaked within a band of 18-20% during this period. Gradually, the borrowing 
rates and the lending rates fell and reached the lowest ebb during 2002-03. 
The deposit rates for 1-3 years deposits fell in the band of 4.2-6.0% and that for 
3 to 5 years, in the band of 5.75 -6.25%. These were the lowest rates 
witnessed in the past three decades. Similariy the lending rates were lower than 
the lowest rates, during the same period. 
It is thus seen that the regulations regarding the direction of loans i.e. 
earmari^ ing certain portion of credit for priority sector, fixing CRR and SLR ratios 
coupled with administered rates, both for bon^ owing and lending, often called 
financial repression caused inefficient credit use and such restrictions on use of 
funds affected the profitability of banks adversely. Hence, the economists and 
policy makers proposing liberalization of the financial sector advocated that the 
interest rates should be left free and the market forces should decide these 
rates. The subsidization of industrial sector, by way of providing funds at 
administered lower interests, as well as, directing funds to the priority sector and 
other restrictions should be dispensed with and; the role of the government 
should be to facilitate transfonnation of the economy towards mari<et orientation. 
Table 4.6 
Interest Rates for Borrowing and Lending 
(Percent Per Annum) 
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Table 4.6 
Interest Rates for Borrowing and Lending 
(Percent Per Annum) 
Commercial Bank Deposit Rate 
Year 
1980-81 
1981-82 
1982-83 
1983-84 
1984-85 
1986-86 
1986-87 
1987-88 
1988-89 
1989-90 
1990-91 
1991-92 
1992-93 
1993-94 
1994-95 
1995-96 
1996-97 
1997-98 
1998-99 
1999-2000 
2000-01 
2001-02 
Bank 
Rate 
1 
9.0 
10.0 
10.0 
10.0 
10.0 
10,0 
10,0 
10.0 
10.0 
10.0 
10.0 
12,0 
12.0 
12.0 
12.0 
12.0 
12.0 
10.5 
8.0 
8.0 
7.0 
6.5 
1to3 
yrs. 
2 
7.5-8.5 
8.0-9.0 
8.0-9.0 
8.0-9.0 
8.0-9.0 
8.5-9.0 
8.5-9.0 
9.0-10.0 
9.0-10.0 
9.0-10.0 
9.0-10.0 
12.0 
11.0 
10,0 
11,0 
12,0 
11,0-12,0 
10.5-11.0 
9.0-11.0 
8.5-9.5 
8.5-9.0 
3 to5 
yrs 
3 
10.0 
10.0 
10.0 
10.0 
10.0 
10.0 
10.0 
11.0 
13.0 
11.0 
10.0 
10.0 
13.0 
12.0-13.0 
11.5-12.0 
10.5-11.5 
10.0-10.5 
9.5-10.0 
SB) 
4 
10.0 
11.0 
11.0 
11.0 
11.0 
11.0 
11.0 
11.0 
13.0 
11.0 
10.0 
11.0 
13.0 
12.5-13.0 
11.5-12.0 
10.5-11.5 
10.0-10,5 
9,5-10.0 
Commercial Bank Lending 1 IDBI 
rate 
General 
5 
16.5 
16.5 
16,5 
16.5 
16.5 
16.5 
16.5 
16.5 
16.5 
16.5 
16.5 
16.5 
19.0 
19.0 
15.0 
16.5 
14.5 
14.0 
12.0-14.0 
12.0 
11.5 
Ceiling 
rate 
General 
6 
19.4-19.5 
19.5 
19.5 
18.0 
18.0 
17.5 
17.5 
16.5 
Min. 
rate 
General 
7 
13.5 
16.0 
16.0 
16.0 
17.0-20.0 
17.0-19,0 
14.0-16.0 
15.0 
16.5 
14.5-15.0 
14,0 
12.0-13,0 
12,0-12,5 
11,0-12.0 
11.0-12.0 
8 
14.0 
14.0 
14.0 
14.0 
14.0 
14.0 
14.0 
14.0 
14.0 
14.0 
14.0-
15.0 
18.0-
20.0 
17.0-
19.0 
14.5-
17.5 
15.0 
16.0-
19.0 
16.2 
13.3 
13.5 
13.5 
12.5 
12,5 
Source: Economic Intelligence Service, CMIE Sept. 2002 
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Sources of Funds 
This section analyses tine flow of funds from banks and financial 
institutions to the industrial sector. A time-series is prepared to study the 
pattern, if any, of the flow of funds. The composition of the funds is studied in 
various tables to learn about the changing emphasis on different sources of 
funds, variation in different norms, rates of interest, reserve ratios and the like, 
over a time period. 
Table 4.7 
Trends in Corporate Finance 
(Per cent of total sources of funds) 
Item 
Col. No. 
A. Internal Sources 
(A+B+C.) 
a) Paid Up Capital 
b) Reserves & Surplus 
c) Provisions 
B. External Sources 
d) Paid up Capital 
e) Capital Receipts 
f) Borrovwngs 
g) Trade dues & other 
Current liabilities 
TOTAL (A+B) 
1980-81 
to 1990-91 
1 
34.1 
2.1 
8.5 
23.5 
65.9 
5.3 
36.7 
23.9 
100.0 
1991-92 
to 1998-99 
2 
32.0 
1.2 
13.0 
17.8 
68.0 
16.1 
35.8 
16.1 
100.0 
1999-
2000 
3 
40.3 
0.5 
9.1 
30.7 
59.7 
21.9 
0.5 
20.1 
17.2 
100.0 
2000-01 
4 
59.6 
0.7 
10.5 
48.4 
40.4 
10.3 
0.7 
10.7 
18.7 
100.0 
2001-02 
5 
62.1 
1.1 
-18.3 
79.3 
37.9 
6.1 
0.7 
13.8 
17.3 
100.0 
Source: RBI, Report on Currer)cy & Finance, 1998-99 and RBI Bulletin various issues 
There have been many shifts in the design of the industrial finance in 
India. During the eighties i.e. 1980-81 to 1990-91, external sources contributed 
neariy 66% of the total funds raised while 34% came from internal sources 
(Table 4.7). However over a period, the position reversed, and during the year 
2001-02, intemal sources contributed 62% of the total funds and only 38% came 
from external sources. At dis-aggregate level, we see that provisions, a major 
component of intemal sources, which contributed 23.5% of the total funds raised 
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in the eighties, rose more than three fold to 79.3% during 2001-02. Reserves, 
the other element of internal sources contributed 8.5% in the eighties and 
recorded a negative growth of 18.3% in 2001-02. The contribution of paid-up 
capital ranged between 0.5% to 2.1% of internal sources during the period. A 
dip in the contribution of reserves and surplus in the total sources of funds could 
be partly due to the deceleration of industrial performance and partly because of 
squeezing profits in wake of enhanced competition. 
Table 4.8 
Item 
Col. 
A. Paid up Capital 
B. Reserves & Surplus 
a) Capital Reserves 
b) Investment Allowance 
c) Sinking Fund 
d) Others 
C. Provisions 
e) Depreciation 
f) Taxation 
g) Dividend 
h) Other Current 
Provisions 
i) Non-current 
Provisions 
TOTAL 
Internal Sources of Funds 
(Per cent of Internal sources of funds) 
1980-61 
to 1990-91 
1 
6.4 
23.9 
-5.4 
4.3 
1.5 
23.5 
69.7 
66.3 
-0.8 
3.8 
0.4 
100.0 
1991-92 
to 1998-99 
2 
3.7 
40.6 
-5.2 
-0.7 
7.1 
39.4 
55.7 
51.6 
0.4 
2.4 
1.1 
0.2 
100.0 
1999-2000 
3 
1.2 
22.6 
-2.6 
0.7 
2.1 
22.4 
76.2 
78.8 
-1.9 
-5.6 
2.5 
2.4 
100.0 
2000-01 
4 
1.2 
17.6 
-2.7 
-1.5 
4.2 
17.6 
81.2 
69.0 
-0.2 
9.2 
2.6 
0.6 
100.0 
2001-02 
5 
1.8 
-29.5 
-12.1 
-0.4 
-3.2 
-13.8 
127.7 
77.0 
40.0 
2.4 
8.4 
-0.1 
100.0 
Source: RBI, RBI BullBtin various issues 
A break up of the intemal sources of funds shows that among the three 
main components of intemal sources, provisions accounted for a substantial 
portion (Table 4.8). Its contribution was already 69.7% in the eighties and 
sharply rose to around 128% of total intemal funds in 2001-02. While provisions 
rose dramatically, there was a con'esponding decline in reserves and surplus, as 
a component of intemal sources. Providing for a marginal change in paid-up 
capital component, the contribution of reserves v\ i^ch was 23.9% of the intemal 
sources during 1980-81 to 1990-91, fell to a negative 29.6% during 2001-02. 
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Within reserves and surplus, the component 'others', which includes retained 
profit, rose from 23.5% in eighties to 39.4% during 1990s, only to fall to a 
negative 13.8% during 2001-02. All other elements like capital reserve, 
investment allowance and sinking fund registered a decline during the period. 
The share of paid up capital, as a component of intemal source of funds 
also dwindled over the decades. There was a sharp fall in its share. It fell from 
6.4% in 1980-81 to 1990-91 to 1.8% in 2001-02. This showed that the reliance 
of corporate sector on equity finance reduced. 
The sub heading 'Provisions', of which, depreciation was a major portion, 
dominated intemal finance. Depreciation shrank to 51.6% of intemal funds 
during the nineties from 66.3% in the eighties, but fimied up during the first three 
years of the decade of 2000s, and was 77% in 2001-02. Provisions and 
reserves, together which constituted 93.6% of intemal fund 1980-81 to 1990-91 
rose to 98.2% in 2001-02 
In the next part, we examine the external sources. They comprise of 
fresh issues of paid up capital, capital receipts, borrowings, trade dues & current 
liabilities. These funds are available to the organization either for a short-term or 
for a long-tenn. Broadly, those liabilities, which are repayable within a period of 
one year, are termed as short-term liabilities and the ones, which mature 
beyond a year, are classified as long term liabilities. 
Long temn sources of funds have two main components- debt and equity. 
Debt constitutes loans from banks and financial institutions, besides debentures, 
which are issued by some companies to supplement their borrowings. During 
eighties and the nineties, the proportion of borrowings remained around 55% of 
total external sources raised by corporates (Table 4.9), but their contribution fell 
in the subsequent years. Thus, when corporates relied more on equity market, 
the contribution of debt market declined. 
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Among the constituents of borrowings, the share of FIs declined more 
rapidly compared to that of banks. The banks' share fell from 18.1% in the 
eighties to 14% in 1999-2000, again to rise to 44% in 2001-02 whereas the 
share of FIs fell from 14% to 8.7% and to further negative 10.4% during the 
corresponding period. 
Table 4.9 
Extemal Sources of funds 
(Per cent of External sources of funds) 
Item 
Col. 
A. Paid up Capital 
a). Net Issues 
b). Premium on Shares 
B. Capital Receipts 
C. Borrowings 
a). Debentures 
b) Loans from Banks 
c) Loans from FIs 
d) Others 
D. Trade Dues & other curr. Ilab 
a) Sundry Creditors 
b) Others 
TOTAL(A+B+C+D) 
1980-81 to 
1990-91 
1 
8.1 
3.9 
4.2 
55.6 
18.1 
14.6 
22.9 
36.3 
21.1 
15.2 
100.0 
1991-92 to 
1998-99 
2 
23.3 
6.4 
16.9 
53.0 
15.5 
17.5 
20.0 
23.7 
14.2 
9.5 
100.0 
1999-
2000 
3 
36.6 
9.1 
27.5 
0.8 
33.7 
0.1 
14.0 
8.7 
10.9 
28.9 
24.9 
4.0 
100.0 
2000-01 
4 
25.4 
6.8 
18.6 
1.8 
26.5 
13.0 
17.0 
26.0 
-29.5 
46.3 
34.4 
11.9 
100.0 
2001-02 
5 
16.1 
8.2 
7.9 
1.8 
36.5 
2.7 
44.1 
-10.4 
0.1 
45.6 
13.8 
31.8 
100.0 
Source: RBI, RBI Bulletin various issues 
The decline in share of FIs in the extemal sources and the meteoric rise 
in the share of banks need further analysis. Though both of these add up to 
neariy the entire borrowings, and, despite being components of borrowing, there 
is a huge gap between the funds raised from banks and funds from FIs. 
Another component of borrowings is bon^ owings from 'others', which 
includes borrowings from sources other than banks, financial institutions, foreign 
institutional agencies, Government, and semi Govt bodies and inter-company 
bonrowings. The figures show that borrowings from such sources, consistently 
declined. During the eighties, this source constituted neariy 23% of the extemal 
sources but during 2000-01, its contribution fell to negative 30, which shows that 
the dependence on this source reduced considerably. 
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The figures show that the share of equity, which was 8% of the external 
sources during 1980-81 to 1990-91, peaked to 36.6% during 1999-2000 and fell 
to 16.1% in 2001-02 (Table 4.9). The sharp increase in the proportion of share 
capital during1991-92 to 1999-2000 was due to increase in premium amount on 
shares, which rose from 4.2% of the external sources to 27.5%, and then fell to 
7.9% during the above period. This shows that there was a sudden spurt in the 
number of equity issues, with premium, during the 1990s, but during the 
subsequent period, there were hardly any issues with premium, and people lost 
faith and interest in such issues. In the subsequent period, there was a sharp 
decline in such issues 
The financing pattern of corporates hinged on various factors. Their 
reliance, which had been more on external sources during the eighties and 
nineties, reduced in the recent years. The removal of restrictions on raising 
capital, did have an initial impact on the financing pattem and the corporates 
opted for capital market route but have subsequently shown greater reliance on 
internal sources of funds. The trends have shown swings in either direction. 
During market boom, the trend is in favour of capital market and debts are 
replaced by equity and vice-versa. 
Whenever the market conditions are buoyant, the corporates take 
advantage of it, by raising more amount from equity, and their dependence on 
debt falls. When the controls were dismantled, the Controller of Capital Issues 
was rendered defunct, and pricing of shares was left to the prudence of market 
forces, nearly every other company entered the market with a public issue and 
that too with a premium. Such conditions however, do not last for too long and 
when the bubble burst, during 2000-01 and 2001-02, the contribution of 
premium on shares diminished and fell to 18.6% and 7.9% of the external 
sources respectively. 
It is also observed that barring the period of share market boom, trade 
dues and current liabilities remained at a dominant position, contributing nearly 
half of external sources viz. 46.3% in 2000-01 and 45.6% in 2001-02. The 
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share of borrowings, as a constituent of external sources of funds, fell from 56% 
during the eighties to 34% during 1999-2000 and further to 26% in 2000-01. 
To recapitulate, borrowings and trade dues together contributed over 92% 
of external sources of funds raised by the corporates during the eighties and 
82% during 2001-02. After the financial sector reforms, started in early 1990s, 
which removed restrictions and controls on raising equity, the stock markets 
became very buoyant and the contribution of equity, in the total finance jumped 
to 36.6% of the total external funds, during 1999-2000. However, due to 
depressed conditions in the stock market during the subsequent period, its 
share fell to 16% in 2001-02. The contribution of 'Borrowings' consistently fell 
through the eighties, nineties and during 2000-01. This clearly spelt that the 
corporates, taking advantage of the stock market buoyancy, raised funds from 
the stock market route, by issue of shares, and that too at a premium; and 
dependence on loans, both from banks and financial institutions, declined. 
Equity, by-and-large substituted debt. 
The figures above are used to derive meaningful conclusions, by the 
investors, lenders, owners, policy makers and the like, as tools for decision-
making. For example, debt-equity ratio, often termed leverage, states the 
relation between the owned and owed funds. This is an important indicator of 
capital stmcture. It also depicts the institutional environment in the country, i.e. 
the extent of existence, and development of financial markets and financial 
institutions in a country. 
The level of financial development also spells out the options and 
combinations available for financing the projects, like, a high debt-equity ratio 
i.e. greater dependence on debt, may be due to less-developed capital market 
or better developed financial institutions in a country. Preference for debt, may 
be because, it is a fixed interest-bearing source. But, servicing a fixed return 
may not always be desirable, as returns from the projects vary. In such 
situations, equity may be preferred, as equity pays dividend out of profits 
earned, and there is no fixed commitment about the percentage outflow. 
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Jt is not only the availability of finance, which affects the financing 
decision, but also, the total financial structure that will emerge for a company, 
has a bearing on the financing decisions. Before making any decision about 
leverage, the corporates must keep in mind that recent studies show that highly 
levered finms face higher risk of bankruptcy. High aggregate corporate leverage 
is also associated with microeconomic instability in the form of deeper recession 
and slower recovery and that lower debt intensity is more towards desired goal 
of higher macro economic stability. 
Theoretical aspects of economic grov^ rth and financial decision making are 
Box 4.1 
Alternative Approaches to Financing Patterns-Tlieoretical Perspective 
The early literature on determinants of financing decisions of fimns was based on perfect 
information and complete market models. While these assumptions offered the 
advantage of simplification, they were far away from reality. The subsequent literature 
relaxed, in particular, the assumption of symmetric information between investors and 
fimns as it was found to be untenable. The traditional view is that debt is cheaper than 
equity and firms can increase their value and reduce their cost of capital by raising their 
level of gearing (the proportion of debt in total capital structure). Tax considerations 
should induce firnis to increase their debt exposure, so as to benefit from the tax shield, 
as interest is paid from income before tax whereas dividend is paid from income after 
tax. However, as increase in gearing raises risks of bankmptcy, the optimal level of 
gearing will involve optimizing the comparatively low costs of debt finance against the 
greater risks of bankruptcy. 
Modigliani & Miller (M M) (1958) questioned the traditional view and, based on 
certain assumptions, demonstrated that the valuation of a firm is independent of gearing. 
While M M laid the foundations of modern finance, the other building block was provided 
by the asset pricing models and in particular, the Capital Asset Pricing model. The latter 
models are used in corporate finance to detemnine costs of capital of fimns and projects. 
The MM theorem in finance provided the foundation for the neo-classical theory of 
investment and for neariy two decades, between 1960 and 1980, dominated the field of 
corporate finance. It assumes that as long as the fimi has profitable' investments with 
returns above the cost of capital, it can obtain sufficient funds to undertake them. 
(contd...) 
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(contd. from previous page) 
Thus, internal and external finance can be viewed as substitutes and fimis could 
use external finance to smoother investment when internal finance \fluctuates. In a 
broader sense, the neo-classical view created a dichotomy between the real and 
financial decisions faced by the finn. 
As opposed to the neo-classical view, the cash flow theories of investment 
emphasize financing hierarchy faced by the firm. As capital market imperfections raise 
the cost of extemal financing, the cash flows play an important role in capital 
expenditure decisions. This is popularly known as a 'pecking order' theory of financing, 
whereby capital structure of a firm will be driven by finms' desire to finance new 
investments first internally, then with low-risk debt, and finally with equity as a last 
resort. There are two approaches to the cash flow theories- the managerial approach 
and the information-theoretic approach. 
In the managerial theory of investment, professional managers avoid relying on 
the extemal finance as it would subject them to the discipline of the extemal capital 
market and therefore, the fundamental determinant of investment is the availability of 
internal investment. The managerial theory is based on the premise that managers 
have objectives different from those of shareholders. Managers do not maximise profits 
and shareholder wealth, but instead maximise the growth rate or size of the fimi. Given 
the separation of ownership and control (management), the managerial behaviour is 
discretionary and constrained rather weakly by shareholder-owner interests. On the one 
hand, and by competitive maricet conditions on the other. 
In the asymmetric infonnation models, firm managers or insiders are assumed to 
possess private infonnation about the characteristics of finn's return stream or 
investment opportunities. Myers and Majiluf(1984) showed that, if outside suppliers of 
capital are less well-infonned than insiders about the value of fimn's assets, equity may 
be mis-priced by the market as it may associate new issues with low-quality fimns. As 
intemal funds and risk less debt involve no under valuation of the fimi's value, these will 
be preferred to equity. 
In these two approaches, therefore, there is a positive relationship between cash 
flows and investment; while cash flows were irrelevant for the finn's investment 
decisions in neo-classical theory and what mattered most was the cost of capital. 
(Emphasis ours) 
Source: Report on Currency and Finance 1998-99, RBI 
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Coming to the instmments issued by the capital markets, there are three 
major instruments issued in the capital market include ordinary shares, 
preference shares and debentures. During eighties, the dependence of 
corporate world on stock market was very less (Table 4.10). The total amount 
raised by new entities, from stock market, by way of issue of ordinary shares, 
preference shares and debentures was just around Rs, 164 crores. However, 
with introduction of new policies and the setting up of investor protection 
mechanism, the govemment proposed to promote and encourage capital 
market. This had a positive impact on the amount raised from capital market 
during the initial period of reforms and the amount raised through new capital 
issues by non-government public limited companies jumped to Rs. 4312.2 
crores in 1990-91 and Rs. 26416.7 crores in 1994-95. However, due to scam in 
the stock market, people's faith in stocks was shaken and gradually, the amount 
raised from market fell during the second sub-period of refomns. 
In post-reform period, it was expected that with encouragement to the 
stock markets, savings would be diverted from traditional financial instruments 
to capital martlet instruments viz. shares and debentures and this did happen 
also. The proportion of savings invested in shares and debentures rose to over 
20% of total financial savings during the earty 90s, compared to 9.4% during 
80s. There was a clear shift from safer investment opportunities to stock market 
but, as mentioned, the stock martlet scam of 1992 had serious implications and 
the household investors shied away from stock market. By 2000-01, the 
proportion of shares and debentures declined to 3.2%, showing preference of 
households for safety and assured returns. 
The amount raised through new capital issues by non-government public 
limited companies during 1980-81 to 2001-02 is shown in table 4.10. It shows 
bifurcation of amount raised through ordinary shares, preference shares, 
debentures and their aggregate. 
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Table 4.10 
New Capital Issues by Non-Govt. Public Limited Companies 
(Rupees Crore) 
Year 
Col. 
1980 
1981-82 
1982-83 
1983-84 
1984-85 
1985-86 
1986-87 
1987-88 
1988-89 
1989-90 
1990-91 
1991-92 
1992-93 
1993-94 
1994-95 
1995-96 
1996-97 
1997-98 
1998-99 
1999-2000 
2000-01 
2001-02 
Ordinary shares 
Amount 
1 
89.1 
305.2 
258.7 
381.6 
363.0 
898.4 
1Q07.5 
1105.2 
1033.6 
1220.1 
1284.3 
1916.2 
9952.6 
9959.7 
17414.4 
11877.4 
6101.4 
1162.4 
2562.7 
2752.5 
2607.6 
860.4 
Preference 
Shares 
Amount 
2 
2.1 
2.8 
2.3 
1.7 
0.1 
1.2 
0.7 
6.8 
3.3 
7.9 
13.1 
1.5 
0.5 
0.3 
131.4 
150.1 
74.9 
4.3 
59.7 
0 
142.2 
0 
Debentures 
Amount 
3 
72.7 
290.4 
445.0 
454.2 
693.3 
845.7 
1573.2 
675.7 
2187.9 
5281.9 
3014.8 
4275.4 
9850.3 
9370.3 
8870.9 
3970.1 
4233.2 
1971.6 
2390.7 
2400.8 
2140.3 
4832.0 
Total 
Amount 
4 
163.9 
598.4 
706.0 
837.5 
1056.4 
1745.3 
2581.4 
1787.7 
3224.8 
6509.9 
4312.2 
6193.1 
19803.4 
19330.3 
26416.7 
15997.6 
10409.5 
3138.3 
5013.1 
5153.3 
4890.2 
5692.4 
Source: Reserve Bank of India Bulletin, (various issues) 
An improvement in rate of investment was furthered by an increase in 
productivity leading to higher rate of economic growth. The productivity of 
capital improved during the first half of 1990s. The growth rate of index 
numbers of major sectors viz. mining and quarrying, manufacturing, electricity 
and others (Table 4.11). However, it must be observed that the government 
revised the base year in 1993-94 and for the period 1981-82 to 1993-94, the 
base year is1980-81, whereas from 1994-95 onwards, 1993-94 is used as the 
base year. 
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Year 
1981-82 
1982-83 
1983-84 
1984-85 
1985-86 
1986-87 
1987-88 
1988-89 
1989-90 
1990-91 
1991-92 
1992-93 
1993-94 
1994-95 
1995-96 
1996-97 
1997-98 
1998-99 
1999-2000 
2000-01 
2001-02 
Table 4.11 
Index Numbers of Industrial Production- Growth Rates 
Mining & 
quarrying 
17.7 
12.4 
11.8 
8.8 
4.1 
6.2 
3.7 
7.9 
6.3 
4.5 
0.6 
0.6 
3.5 
9.8 
9.7 
-1.9 
6.9 
-0.8 
1.0 
2.8 
1.3 
Manufacturing 
Base: 1980-81=100 
8.0 
1.3 
5.7 
8.0 
9.7 
9.4 
7.9 
8.7 
8.6 
8.9 
-0.8 
2.2 
6.1 
Base 1993-94=100 
9.1 
14.1 
7.3 
6.7 
4.4 
7.1 
5.3 
2.9 
Electricity 
10.2 
5.7 
7.6 
12.0 
8.5 
10.3 
7.6 
9.5 
10.9 
7.8 
8.5 
5.0 
7.5 
8.5 
8.1 
4.0 
6.6 
6,5 
7.3 
4.0 
3.1 
General 
9.3 
3.2 
6.7 
8.6 
8.7 
9.2 
7.3 
8.7 
8.6 
8.2 
0.6 
2.3 
6.0 
9.1 
13.0 
6.1 
6.7 
4.1 
6.7 
4.9 
2.8 
Source: Reserve Bank of India Bulletin 
To Sum Up: 
We examined trends in corporate investment to see the relation between 
financing pattern and investment. Our analysis showed that corporate 
investment did not show significant growth rate in 1990s compared to 1980s. 
As for financing pattems in 1990s, some changes are seen. Movement towards 
greater equity is seen. 
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Dis-aggregate analysis pointed out that demand is the most influencing 
factor on investment irrespective of mode of finances. Also while demand was 
the only significant factor in debt financed firms, investment behavior of equity 
financed firms depended in addition to demand, on internal liquidity and 
investment opportunities. 
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Chapter 5 
The Study 
Chapter 5 
The Study 
In the previous chapter the importance of finance for growth has been 
brought out. This chapter attempts to explore the relationship between bank 
credit and industrial growth in the Indian economy. The focus of this study is on 
whether, growth in the financial flows spurs industrial growth. 
A large number of studies, as the survey of literature in the previous 
chapter has shown, have earlier attempted to establish a relationship between 
the rise in GDP and industrial growth, or financial structure and industrial 
growth, or such similar aspects. However, there have been serious limitations 
in data, as well as, methodology of these studies. Also, there has not been any 
study on linkages of finance with industrial growth in India, at a sub-sector level, 
nor has there been any conclusive evidence, based on data, to establish 
specifically, for sub-sectors of industry, the direction of link between bank credit 
and growth of industry. 
RBI Study 
The most authentic, as well as, rigorous study on the subject is found in 
the Reserve Bank of India's Report on Currency and Finance 2000-01, wherein 
a comparison of sectoral allocation of bank credit and indices of industrial 
production by various sub sectors of industry, for the period 1980-2001 is made. 
For the study, RBI collected data for industrial growth from Central Statistical 
Organisation (CSO), Ministry of Statistics & Programme Implementation, 
Govemment of India, but, when this data was compared with the data of financial 
flows to various sub-sectors of industries, there was a serious problem of 
linkage, because the classification of industries used by CSO, and that used by 
no 
Reserve Bank of India, did not match. To overcome this problem, a broad 
correspondence between the two had to be worked out. The classifications used 
by RBI, and by CSO in this study were: 
Table 5.1 
Classification used by RBI 
Coal 
Iron & Steel 
Other metals & metal products 
All Engineering 
Cotton Textiles 
Food Products 
Tobacco and tobacco products 
Paper & paper products 
Rubber & Rubber products 
Chemicals, dyes, paints etc 
Leather & leather products 
Classification used by CSO 
Mining and Quarrying 
Basic Metal & Alloy products 
Metal products and parts (except 
machinery and transport) 
Machinery & machine tools & parts 
& transport equipment & parts 
Cotton Textiles 
Food Products 
Beverages, tobacco and tobacco 
products 
Paper and paper products & 
printing machinery 
Rubber, plastic, petroleum and 
coal products 
Chemicals & Chemical Products 
Leather, leather products except 
repairs 
In the study, the coefficient of con^elation between bank credit to various 
sub-sectors of industries and their respective outputs was calculated to examine 
relationship between bank credit and output levels, for the two sub periods 
1980-81 to 1990-91 and 1991-92 to 2000-01. The result showed that, during 
1980-81 to 1990-91, a strong and positive correlation between bank credit and 
industrial output was seen in the most of the sub sectors viz. Engineering, 
Chemicals, Dyes & Paints, Paper & Paper products, followed by Other Metal & 
Metal products, except Tobacco and Tobacco products. However, such 
comparison for the second period (1991-92 to 2000-01), did not show any 
definite patterns though coefficient of correlation was strong for Chemicals, Dyes 
and Paints, followed by Paper & Paper Products, Food products etc. The 
detailed findings of the exercise are presented in Table 5.2. 
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Table 5.2 
Correlation between Bank Credit and output- sector wise used by RBI 
Sector 
Coal 
Iron & Steel 
Other metals & metal prod 
All Engineering 
Cotton Textiles 
Food Products 
Tobacco and tobacco prod 
Paper & paper products 
Rubber & Rubber products 
Chemicals, dyes, paints etc 
Leather & leather products 
Overall 
(coe 
1980-81 to 1990-91 
0.686 
0.863 
0.923 
0.994 
0.853 
0.974 
-0.278 
0.948 
0.899 
0.986 
0.807 
0.329 
fficient of Congelation] 
1991-92 to 2000-01 
0.849 
0.857 
0.872 
0.768 
0.879 
0.900 
0.734 
0.969 
0.802 
0.981 
0.853 
0.526 
Our Study 
Our study has proceeded in the following manner- Firstly, to establish a 
relationship between finance and growth, we began with, running a regression 
model, with explanatory variables. As we relied only on the robust sources of 
data for the purpose of study, i.e. Ministry of Industry, for the growth rates of 
industry and on Reserve Bank of India, for the flow of finances, there was a 
problem of sufficient 'N, because Ministry of industry had in 1993-94, revised the 
base year for calculation of growth rates. Since, the sample population was too 
small to provide dependable results, the exercise had to be abandoned. 
Thereafter, it was attempted to establish a relationship between flow of 
finances to the industry and their growth rates. This was plotted graphically, but 
again no clear picture emerged from the flow of funds in totality. So, this 
exercise also had to be abandoned. 
Next, the break-up of flows of funds to industries, was taken at indicative 
level to explore the link. This was compared to the growth rate of industries for 
five sub sectors of industries viz. Cotton textiles, Jute textiles, Machinery, Motor 
Vehicles, Paper and Paper products (chart 1.1 to 1.10). The major financial 
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flows i.e. Share capital, Funds from banks, Other Government bodies, Paid up 
capital, of which portion included under debt, from others. Borrowings from IFCI 
and SFCs and Sundry creditors, for the period 1982-83 to 1993-94 were plotted 
graphically. The growth rate of output during the period was also plotted. 
Similar exercise was done for all these five sub sectors of industries, for the 
period 1994-95 to 1999-2000, as no decipherable results emerged for either of 
the two periods, the exercise had to be abandoned. 
Then, the grov\rth rates for various components of funds-internal & 
extemal sources were calculated. These sources include debt, funds from 
financial institutions. Govt, /semi Govt, bodies and creditors, as external sources 
of funds and; share capital as internal source. The data for these constituents of 
finances to industrial sector are compiled from the Reserve Bank of India's study 
(Annexure 1.1 to 1. 10). Thereafter, the data for growth rates of industries, 
collected from Ministry of Industry, Govemment of India (Annexure 2.1 to 2.2) 
are correlated. The purpose of such exercise was to examine the link i.e. 
whether growth rate in financial flows and growth rate of industries had any link. 
The selection of period of the study (1981-82 to 1999-2000) was guided 
by the availability of data. The data of growth rates of finance has been 
extracted from voluminous compilation of statistics by Reserve Bank of India 
(RBI) in its publication titled 'Selected Financial Statistics-Public Limited 
Companies 1974-75 to 1999-2000'. These studies were undertaken by RBI, with 
a view to capture the trends in income, value of production, sales, profitability 
etc. in the corporate sector and provide all statistics pertaining to corporate 
finance for series of years. In the publication, from which the desired data has 
been collected, all data in respect of certain select industries for Public Limited 
Companies for the above period had been collated. 
Reserve Bank of India compiled the data for the above said publication, 
from annual reports of selected companies, from among non-government non-
financial public limited companies. The purpose was to provide an idea of 
magnitude and trends in industrial profits, so that estimates of savings and 
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capital formation can be prepared. The selection of companies was done by 
RBI, according to the size of their paid-up capital, so that maximum coverage, 
industry-wise, in terms of paid up capital could be made, and as many 
representative units as possible, could be included. 
In the study, the classification of industries made by R Bl were: 
• Tea 
• Sugar 
• Jute Textiles 
• Cotton/blended textiles 
Silk and Rayon textiles • 
• 
• 
Engineering, of which 
• Motor Vehicles 
• Electrical machinery, apparatus, appliances etc. 
• Machinery, other than transport and electrical 
• Foundries and Engineering wori<shops 
• Ferrous/ Non-fen"ous metal products 
Chemicals, of which 
• Medicines and Phamiaceuticai preparations 
• Basic industrial chemicals 
• Chemical fertilizers 
Cement 
Rubber and Rubber Products 
Paper and Paper Products 
Construction 
Electricity generation and supply 
Trading 
Shipping 
Diversified 
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From the numerous heads under which, data for the above indus^ n^®^ 
was compiled, we have selected the following, for the purpose of our study. 
Our selection, includes, both external and internal sources of finance. 
1. Share Capital 
2. Paid-up Capital 
3. Borrowings 
a) from Banks, of which 
portion included under debt 
b) from Industrial Finance Corporation, and 
State Financial Corporations 
c) from Other Institutional Agencies 
d) from Government and Semi-Govt. Bodies 
e) from Others 
4. Sundry Creditors 
The above headings were selected, as they constitute a major segment 
of total flow of funds to the industries. They are explained as follows: 
Share Capital: The term share capital includes paid-up capital and forfeited 
shares. The paid-up capital element includes both, ordinary 
shares, as well as, preference shares and their respective 
bonus shares. 
Forfeited Shares: It is the amount received on forfeited shares 
Paid-up Capital: It includes paid-up capital of ordinary shares, the bonus 
issues, the preference shares and its bonus issues. 
Borrowings: It is a major sub-head, which includes numerous components 
listed below: 
i) Borrowings from Banks: All borrowings by the corporates, 
from banks, including loans against mortgages, and 
advances against debentures lodged with banks as security, 
are included in this. 
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ii) Borrowings from other Indian Financial Institutions; "^ ^ese 
include borrowings from Development Finance Institutions, 
\nsurance institutions and others 
iii) Borrowings from foreign institutional agencies: Borrowings 
from eligible foreign institutional agencies are included in 
this 
iv) Borrowings from Government/semi-Government bodies: 
These include borrowings from the Central and State 
Govemments and Semi-Government bodies such as 
municipal corporations and port tmsts. 
v) Borrowings from Companies: These are inter-corporate 
bon"owings from Indian, as well as, foreign companies 
» 
Borrowings from others: These include borrowings from 
sources, other than those mentioned above. 
Sundry Creditors. These include sundry creditors and liabilities for 
i) goods supplied 
ii) expenses, and 
iii) other finances 
The data for the above heads is compiled for the period 1980-81 to 1999-
2000 only, as this is to be compared to the growth rate of industries, which is 
compiled by Ministry of Industry, and the data for flow of funds for industries, at 
the sub sector level of industries was available only for the last two decades, 
from RBI. In order to make these two sets of data comparable, data for two 
decades only is used from Ministry of Industry. The growth rates of these are 
then calculated. 
On comparing the data for growth rate of finance, compiled by RBI, to the 
growth rates of industries, calculated by Ministry of Industry, it was observed that 
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the classification of industries, made by RBI does not exactly match, the 
classification made by Ministry of Industry. 
RBI has used 15 major industry classifications and four sub-
classifications under the major head Engineering and; three sub-classifications 
under the major head Chemicals. Ministry of Industry, on the other hand, has 
used 17 classifications for industries, and they have calculated growth rates for 
these industries. When we attempt to make a series for a twenty-year period, 
we find, that over the years. Ministry of Industry have worked out the growth rate 
of industries for two sub-periods viz. 1982-83 to 1993-94 and 1994-95 to 2003-
2004 seperately. This is because the base year used for industrial production 
index was 1980-81 for the first sub-period, and it was shifted to 1993-94, so in 
the subsequent sub-period, the growth rates were calculated using 1993-94 as 
the base year. 
The industry classifications were also slightly changed during the second 
sub-period i.e. during 1994-95 to 2003-2004. Certain new heads, which were 
not there in the previous sub-period 1982-83 to 1993-94, were added and; 
certain modifications were also made in the previous classification. The heading 
Wool, Silk and Man Made fibre textiles was added, whereas. Jute, Hemp and 
Mesta textiles was classified as Jute, and other vegetable fiber textiles. Also, 
Machinery, Machine tools except Electric Machinery was classified as Machinery 
and Equipment, other than Transport Equipment. Further, the heading Electric 
Machinery was altogether dropped. Other than the above, by-and-large, the 
classifications remained the same. 
Since the classification used by RBI and Ministry of Industry are not exactly 
the same, a broad con'espondence between the two is worthed out between 
these two sets of data. There are 11 industry classifications used by RBI, which 
are similar to that used by Ministry of Industry. Further, 12 other industry 
classifications used by RBI, which are not similar to those of Ministry of Industry, 
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and 6 classifications used by Ministry of Industry, whidi are not similar to those 
used by RBI. are left out. 
This is tabulated as follows: 
Table 5.3 
Classification as per RBI 
1 Jute Textiles 
2 Cotton/Blended Textiles 
3 Silk & Rayon Textiles 
4 Motor Vehicles 
5 Electrical Machy, Apparatus, 
Appliances etc 
6 Machinery, other than trpt & 
Electrical 
7 Foundries & Engg. Workshops 
8 Fen"ous/ Non-fen^ ous Metal 
Products 
9 Chemicals 
10 Rubber & Rubber Products 
11 Paper & Paper Products 
12 Constmction 
13 Electricity generation & supply 
14 Trading 
15 Shipping 
16 Diversified 
17 Sugar 
18 Engineering 
19 Chemicals 
20 Basic Industrial Chemicals 
21 Chemical Fertilizers 
22 Cement 
23 Tea 
24 
25 
26 
27 
28 
29 
Classification as per Min. of Industry 
Jute, Hemp and Mesta Textiles 
Cotton Textiles 
Textiles Products (incl. Wearing apparel) 
Transport equipment and parts 
Electric machinery 
Machinery, machine tools except electric 
Basic Metal & Alloy industries 
Metal products & parts except 
machy. & equipment 
Basic Chemicals & Chemical products 
Rubber, Plastic, Petrol & Coal Products 
Paper & Paper Products 
Beverage/Tobacco & Products 
Food Products 
Leather & Fur Products 
Non-metallic minerals 
Other manufacturing industries 
Wood & Wood prodcts & fumitr & fixtres 
The weights assigned to the industries chosen by us, for our study 
constitute neariy 55% of the total weights assigned for industrial production with 
1993-94 as the base year. This selection also constitutes 69.1% of the total 
weights assigned to the Manufacturing industries, as a whole. The data is thus 
fairiy representative of the industry. 
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For the purpose of our study, data in respect of only 10 industry sectors 
classifications could be used from the above mentioned RBI studies, since, only 
these are similar to the Ministry of Industry's classification. The following flows 
of funds for these sectors were used: 
• Share Capital, 
• Paid-up capital, 
• Total Borrowings, 
• Borrowings from banks, 
• Borrowings from Industrial Finance Coiporation and State Financial 
Corporations, 
• Borrowings from Govt, bodies, 
• borrowings from others, and 
• Sundry Creditors 
The industry classification-Electric Machinery, has not been used, since 
the growth rates under this head were only available for the period 1980-81 to 
1993-94, and thereafter. Ministry of Industry, does not use this classification. 
Hence, the respective growth rates of the above flows of funds, from RBI study, 
over the previous periods are calculated, for the said 10 industrial classifications. 
Conresponding growth rates of industries, as compiled by Ministry of Industry are 
then collated. 
Further, considering that the flow of finance may not impact growth rate 
in a particular industry, in the same year, we have attempted to find a 
relationship, with one-year time lag, as well. Thus, our study covers all the 10 
sub-sectors of the industry, for which, data both, on different sources of flows of 
funds, and growth rate of output are available from 1980-81 to 1999-2000 and 
attempts to find a con-elation between the gro»vth rates of various flows of and 
growth rates of output of industries at sub-sector level and a similar relation with 
one year time lag is also worthed out. 
Using the method of simple con-elation, the growth rate of flows of finance is 
correlated with the growth rates of different industrial sectors. As Ministry of 
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Industry uses two different base years i.e. 1980-81 and 1993-94, the growth 
rates are calculated in two different sub sets, using these different base years. 
The growth rates, after time lag of one year between investment and growth 
have also been calculated and are presented in Table below. 
Table 5.1 
Industry Ciassification 
CHEMICALS 
Share capital 
Borrowings 
Borrowings fronn Banks 
Borrowings, of which portion included under debt 
Borrowings, from Industrial Finance Corpn. & SFCs 
COTTON TEXTILES 
Share capital 
Borrowings 
Borrowings from Banks 
Borrowings, of which portion included under debt 
Borrowings, from Industrial Finance Corpn. & SFCs 
FERROUS & N. FERROUS METAL PRODS 
Share capital 
Borrowings 
Borrowings from Banks 
Borrowings, of which portion included under debt 
Borrowings, from Industrial Finance Corpn. & SFCs 
FOUNDRIES & ENGG. W.SHOP 
Share capital 
Borrowings 
Borrowings from Banks 
Borrowings, of which portion included under debt 
Bon-owings, from Industrial Finance Corpn. & SFCs 
JUTE TEXTILES 
Share capital 
Borrowings 
Borrowings from Banks 
Borrowings, of which portion included under debt 
Bon-owings, from Industrial Finance Corpn. & SFCs 
1982-83 
to 
1992-93 
0.410 
-0.017 
0.580 
-0.273 
0.163 
-0.354 
-0.232 
-0.141 
-0.721 
-0.491 
-0.533 
-0.680 
-0.454 
-0.333 
-0.607 
-0.680 
0.030 
-0.164 
-0.120 
-0.375 
-0.092 
-0.535 
-0.569 
-0.122 
-0.491 
(co-efficient of correlation) 
1993-94 
to 
1999-2000 
-0.307 
-0.228 
-0.091 
0.052 
-0.195 
0.000 
-0.238 
-0.477 
-0.485 
-0.341 
0.612 
0.513 
0.590 
0.590 
0.353 
-0.101 
0.430 
0.895 
0.693 
-0.041 
-0.524 
-0.436 
-0.526 
-0.669 
-0.372 
1982^3 
to 
1992^93 
LAG1YR 
0.274 
-0.103 
0.499 
0.355 
0.016 
LAG1YR 
-0.148 
-0.204 
-0.379 
-0.278 
-0.240 
LAGIYR 
-0.181 
-0.027 
-0.112 
-0.117 
0.184 
LAGIYR 
-0.025 
-0.170 
-0.105 
-0.032 
0.006 
LAG1YR 
0.081 
0.049 
0.061 
-0.001 
0.070 
1993-94 
to 
1999-2000 
LAG1 YR 
-0.456 
-0.244 
-0.922 
-0.931 
0.314 
LAGIYR 
0.593 
0.577 
-0.039 
0.113 
0.727 
LAGIYR 
0,488 
0.466 
0.548 
0.572 
0.262 
LAGIYR 
-0.573 
0.753 
0.704 
0.933 
0.751 
LAG1YR 
0.417 
0.425 
0.481 
0.573 
0.371 
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Industry Classification 
MACHINERY 
Share capital 
Borrowings 
Borrowings from Banl^ s 
Borrowings, of which portion included under debt 
Borrowings, from Industrial Finance Corpn. & SFCs 
MOTOR VEHICLES 
Share capital 
Borrowings 
Bon^ owings from Banks 
Borrowings, of which portion included under debt 
Borrowings, from Industrial Finance Corpn. & SFCs 
PAPER & PAPER PRODS 
Share capital 
Bon'owings 
Borrowings from Banl^ s 
Bon-owings, of which portion included under debt 
Bon'owings, from Industrial Finance Corpn. & SFCs 
1982-83 
to 
1992-93 
-0.535 
-0.688 
-0.553 
-0.244 
-0.567 
0.256 
-0.443 
-0.160 
-0.277 
0.020 
-0.084 
-0.149 
-0.156 
-0.138 
-0.002 
1993-94 
to 
1999-2000 
0.145 
0.079 
0.305 
0.416 
0.120 
0.368 
0.167 
0.435 
0.371 
0.484 
0.290 
-0.022 
0.397 
0.182 
-0.208 
1982-83 
to 
1992-93 
LAG1YR 
-0.198 
0.159 
0.043 
0.200 
-0.145 
LAG1YR 
0.071 
0.514 
0.185 
0.558 
0.455 
LAG1YR 
-0.154 
0.027 
-0.121 
-0.069 
0.179 
1993-94 
to 
1999-2000 
LAG1 YR 
0.682 
0.761 
0.729 
0.602 
0.733 
LAG1 YR 
0.092 
0.200 
0.192 
0.075 
-0.445 
LAG1YR 
-0.778 
-0.657 
-0.606 
-0.448 
-0.573 
RUBBER & RUBBER PRODS 
Share capital 
Borrowings 
Borrowings from Banks 
Borrowings, of which portion included under debt 
Bon'owings, from Industrial Finances Corpn. & SFCs 
SILK & RAYON TEXTILES 
Share capital 
Bon'owings 
Borrowings from Banks 
Bon-owings, of which portion included under debt 
Borrowings, from Industrial Finance Corpn. & SFCs 
-0.310 
-0.288 
-0.018 
-0.170 
0.002 
0.044 
-0.187 
-0.195 
-0.014 
0.011 
-0.351 
-0.432 
-0.306 
-0.142 
-0.124 
-0.239 
-0.172 
-0.087 
-0.236 
0.109 
LAG1YR 
0.024 
-0.184 
0.319 
0.337 
•0.248 
LAG1YR 
-0.129 
-0.043 
0.021 
0.030 
-0.207 
LAG1 YR 
0.013 
0.027 
0.035 
-0.275 
0.254 
LAG1 YR 
-0.635 
0.080 
-0.425 
-0.724 
0.294 
The sources of finance can be clubbed into two major heads viz. owed 
funds and owned funds (Table 5.1). Owned funds constitute those sources, 
which the business does not have to return. In the above table, the component 
share capital is such source. Share capital is brought in by the promoters or the 
share holders, and the same is not returnable by the business during its life. The 
other source of funds Is bonrowings, which may be from various sources, but this 
represents the amount which has to be returned by the business, though the 
tenure of bon-owings may vary from a few days to a couple of years. 
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According to the classification, suggested by the World B^^*^' "i® 
borrowings of a very long duration are termed as Tier I and Tier II capital. 
However, for the purpose of our study, the bon-owings as a whole, are first 
placed next to share capital component, so as to enable direct comparison of 
internal and external sources of funds. The extemal sources are further 
categorised as bonrowings from Banks, the portion of which, included under debt 
and the borrowings from Financial institutions and State Financial Corporations, 
which constitutes long-term borrowings from financial institutions. 
It would be seen from the RBI study, there were limitations of 
establishing con'espondence between the sectors, as identified for bank credit 
and for output, as given by CSO. In this study, therefore, we attempted to link 
grovrth rate of finance and growth rate of the industry, similar to RBI study. We 
have also taken data covering 1980s and 1990s. Since the base for industrial 
production index was shifted to 1993-94, the data for 1990s was for the period 
1993-94 to 1999-2000. Credit flows have also been taken for the same period. 
Both the data sets are sturdy enough, coming from the authentic source i.e. RBI, 
as well as, Min. of Industry. 
The limitations of the study are obvious. These include: the period 
covered is only up to 1999-2000, simple con"elation co-efficients have been 
worthed out, rather than regression model and; data for only 10 sub-sectors of 
the industry are used. However, these limitations have remained, after exploring 
all possibilities for collection of data from the RBI, as well as. Ministry of 
Industry. The limitations however, do not either impact the broad results or 
undermine the purpose of the study. There is a substantive result to show 
whether a relation at a sub sector level is established or not. 
Results Of The Exercise 
The results of the exercise, we have attempted, have been tabulated for 
all the 10 sub sectors, for both the periods i.e. 1981-82 to 1993-94 and 1994-95 
to 1999-2000 and; for both types of coefficients i.e. direct relation and relation 
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with one year time lag between the growth in flow of bank credit and the growth 
in output. Following are the major conclusions. 
For the period 1981-82 to 1993-94, 9 out of the 10 sub sectors have 
shown a negative correlation between grovi/th rates of borrowings from banks 
and the growth rates of industrial production and only one sub sector i.e. 
chemicals has shown a positive correlation between these two variables,. 
However during the next sub- period i.e. 1994-2000, a positive relation between 
the growth rates of borrowings from banks and growth rates of industrial 
production were observed in respect of 5 industries. These industries were 
Ferrous & Non Ferrous Metal Products, Foundries & Engineering Wori^ shops, 
Machinery, Motor Vehicles and Paper & Paper products. A negative correlation 
during the same period was observed for remaining industrial classifications viz. 
Chemicals, Cotton Textiles, Jute Textiles, Rubber & Rubber Products and Silk & 
Rayon Textiles. 
Similariy, correlation for the same two periods (1981-82 to 1993-94 and 
1994-95 to 1999-2000) was worthed out for the growrth rates of same industries, 
but with one year lag i.e. with the time gap of 1 year between the flow of funds 
and growth in industrial production. It was seen that the results varied 
compared to the previous observation, which was without time lag. 
For the period 1981-82 to 1993-94, the correlation coefficient, in respect 
of some industries, which was negative became positively corelated, with lyear 
time lag figures. These industries were Jute Textiles, Machinery, Motor 
Vehicles, Rubber & Rubber Products and Silk & Rayon Textiles. In other words, 
growth rates for bon^ owings from banks and industrial production, in respect of 7 
industry segments, (other than Cotton Textiles, Ferrous & Non-Fen-ous Metal 
Products, Foundries & Engineering Wori< Shops and Paper & Paper Products), 
showed positive con-elation. And for the period 1994-95 to 1999-2000, when 
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cocrelation was worked out, with one-year lag, in respect of the above 
industries, the differences were not significant, baring two segments viz. Paper 
and Paper Products and Rubber and Rubber Products, compared to the figures, 
which were tal<en without time lag. 
A positive con^elation was observed with time lag figures between growth 
rates of borrowings from banks and growth rates of industrial production, in 
respect of Ferrous & non Ferrous metal products. Foundries & Engineering 
Wori^shops, Jute Textiles, Machinery, Motor Vehicles and Rubber & Rubber 
Products. A negative correlation was observed for Chemicals, Cotton Textiles, 
Paper & Paper Products and Silk & Rayon Textiles. Thus it is found that the 
impact of bank lending on industrial growth was more pervasive i.e. covered 
more industrial segments during 1990s compared to 1980s. 
The con-elation coefficient was also calculated for growth rate of 
borrowings (form Industrial Finance Corporation and State Financial 
Corporations) after 1 year lag and growth in industrial output, for the period 
1982-83 to 1993-94. The finances from Industrial Finance Corporation and 
SFCs constitute long-term finance for industries, which is often referred to as 
term finance. The relation between such finance after 1 year lag was found to be 
positive with the growth in industrial output in respect of 6 industry segments 
namely Chemicals, Fenrous & Non-ferrous metal products. Foundries and 
Engineering wori^shops, Jute Textiles, Motor Vehicles and Paper & Paper 
Products. This is indicative of positive impact of finance on industrial growth. 
For the period 1994-95 to 1999-2000, the growth rates of bon^owings 
from Industrial Finance Corporation and SFCs, after 1 year lag showed positive 
conrelation with grovirth in industrial output, in respect of 8 out of 10 industry 
classifications. These were Chemicals, Cotton Textiles, Ferrous & Non-ferrous 
metal products, Foundries and Engineering wori^shops, Jute Textiles, 
Machinery, Rubber & Rubber Products and Silk & Rayon Textiles. 
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A positive feature of this exercise is that some of the results obtained 
corroborate the results of the RBI study even though the methodology was 
different. The coefficient of conrelation calculated for the period 1993-94 to 
1999-2000 by RBI is positive for all industrial segments. Our study also shows 
positive correlation between the comparable industrial segments except in case 
of Cotton Textiles, Rubber & Rubber Products, and Chemicals. 
Comparison of our study with RBI growth figures brings out: 
Sector 
Coal 
iron & Steel 
Other metals & metal prods 
All Engineering 
Cotton Textiles 
Food Products 
Tobacco and tobacco prods 
Paper & paper products 
Rubber & Rubber products 
Chemicals, dyes, paints 
Leather & leather products 
Overall 
Table 5.2 
(coefficient o 
RBI 
Study 
1980-81 to 
1990-91 
0.686 
0.863 
0.923 
0.994 
0.853 
0.974 
-0.278 
0.948 
0.899 
0.986 
0.807 
0.329 
Our 
Study 
1982-83 to 
1993-94 
-0.164 
-0.454 
-0.552 
-0.141 
-0.156 
-0.017 
0.579 
RBI 
Study 
1991-92 to 
2000-01 
0.849 
0.857 
0.872 
0.768 
0.879 
0.900 
0.734 
0.969 
0.802 
0.981 
0.853 
0.526 
f con-elation) 
Our 
Study 
1982-83 to 
1993-94 
0.693 
0.590 
0.305 
-0.477 
0.396 
-0.305 
-0.009 
In nutshell, it is found that there is a positive correlation between the 
flows of finance, whether from banks or financial institutions, to the industrial 
sector. Further, analysis at the sub-sector level of the industry brings out that 
growth of financial flows leads to growth in more sectors of industry. 
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The study brings out that: 
• Growth in flow of finances from banks have helped more sectors of industries 
during the 1990s 
• The flows of funds from financial institutions, which are mostly of long term 
duration, have also led to increased growth rates in most of the industry 
sectors during the 1990s. 
• The findings of this study are broadly in line with the studies conducted by 
Reserve Bank of India. 
The results of the study point to policy initiatives necessary for facilitating 
flow of finances for the growth of industrial sector, at the macro-level, since it is 
observed that the growth of the industrial sector leads economic growth. 
Secondly, it is also indicated that as the flows of finance help more sectors of 
industry to grow, thus it becomes imperative for banks and financial institutions 
to focus on the industrial sector and perform a catalytic role in economic growth. 
Further, this finding provides an inducement to the entrepreneurs to set up 
industrial ventures, which will not only lead to their own prosperity, but will help in 
overall growth of the economy and help the government in fulfilling its social 
objective of employment generation. 
The study opens vistas for further research in the field, so that the policy 
framewori< provides en environment- social, political, financial and legal that 
facilitates grov/th of the economy. 
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